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Exhibit “eo. Acl = Federal Deposit Insurance Corporation 1966 
Annual Report, Table 103 pp. 132-133; Table 121, pe. i84; and 
fabie 122 p. 185, and The Comptroller's Statistical Supple- 
ment to the 1966 Annual Report, fable B21, p. 150. These 
tables are referred to in various footnotes in Part I of 
the written submission. 


Exhibit No, Ae2 — A chart illustrating the Federal and state 
governmental supervision of banks and trust companies. This 
chart is presented to Gepict the broad range of activities 

subject to the supervision of these governmental zuthorities. 


Expinit No.Aq3 - Comptrollers Manual for National Banks Laws, 
Regulations end Rulings. This Manual is a compilation of ali 
statutes, regulations and rulings governing national banks. 
It is submitted to serve as a reference guide Sor the statu- 
tory and regulatory material concerning the scope of super=- 
vision exercised by the Comptroller over National banks. 


Exhibit No, Ae4 - The Comptroller of the Currency's Instructions, 
Procedures, and Forms for National Bank Examiners. ‘his compil- 
ation consists of instructions for bank examiners, Gecailed 
procedures which the examiners are to follow, and worksheets 

and checkiists for ali phases of a bank examination, ‘This 
exhibit is being presented to illustrate the detailed pro= 
cedures employed by national Dank examiners in conducting an 
examination, and to servé as a reference for mateviais 

discussed in the written submission. 


Exnibit No, A@-5 - Comptrollers Manuai for Representatives in 
@rusts, ‘his manual contains detailed material concerning 
examinations of the trust departments of national banks. 

"ne exhibits being presented to illustrate the detailed 
procedures empioyed by national bank examiners concerned wath 
the scrutiny of trust departments, ana as a reference for the 
material discussed in the written submission, art ft. 


Exnipit Xo, 2=6 = The Federal Reserve Act - This is being 
supmittea as a reference to the statutory macerial cited in 


-2- 


ene éiscussion of the scope of supervision of scat inemper 
banks wy the Fec. | 


Fxhinit No, A-7 ~ Asplicetion Form for Membersnip in the 
Federal Reserve System for state banks except mutual savings 
banks. This application is being presented to illustrate 
the close scrutiny the Fed, exercises in accepting new banks 
for membership in the system. | 
Exhibit No. Ao8 = The American Bankers Association, Insurance 
md Protective Committee's (a) table of minim ponding stan- 
Garda; (b) listing of different forms of bank insurance and 
other coverages; json of different forms in blanket 
bonds; and (dad) il anket bond coverage 
- dn each deposit size range as © rial is) 
from the Digest of Bank znsuxr nce ne Conmittee 
and submitted to elaborate on the material presented in Par 
I @)of the written submission. 
Exninit No. 2-9 = The Federal Deposit Insurance Act. This 
Act defines the authority of the F.D.I.C. as to insured banks. 
it is being submitted for reference purposes, tor the statu= 
tory material concerning its activities in the written sub- 
mission. 


Exhibit Ko, 2-10 - State Renking - A compendium compiled by 
the state bank division of the American Bankers Association. 
Tais compilation contains material on all phases of state 
Dank supervision and is submitted as a reference for the 
material presented in Part YI o£ the written submission. 


Bxnibit Moe Anli — A compilation of state bondirg requirements. 
Taese statutes are an elaboration of the matexial on state 
ponding xecuirements presented in Part Ii of the written sub- 


mission. includes citations to state examinat.on requirements. 


Exhibit No. A-12 - Comparative Regulations of Financial 
Institutions, Subcommittee Print, Committee on Domestic Finance, 
Bouse Committee on Banking and Currency, 88 Cong., U- Ss. 
Government Printing Office, 1963, Table 3, P- 260, This 

table is to be used for reference in conjunction witn the 
material on state supervision of banks in PartIz of the 

written submission, i 


scnivit se, 7-13 —- The Investment Advisers Aer OF 194.0, and 
General Rules and Pegulacions pursuant thereto. This is 
suomittea 28 a reference to Part I of the written submission 
which deals with the reguiation of investment acvisers, 


Exhibit No, A-i4 = Application for Registration as an Invest=- 
ment Adviser with the Securities and Exchange Commission. 
Tais is submitted to illustrate the degree of supervision 
exercised over investment advisers by the S.E.C. 


Axtipit No, Ael5 = “Is Your Pinancial Blanket Sond Covezage 
Béequate?", Lester A, Pratt, a reprint from Eavking, the 
American Bankers Association Journal, This reorint is re- 
ferred to in footnote 221 in Part I , and contains sonezal 
explanatory material concerning the A,B,A, minimun bonding 
eriteria. 


Intreduction 


This written submission constitutes aa elaboration of faccuai material 
on the regulation of banks and trust companies by federai anc state agencies, 
and the regulation of investment advisers by the Securities and Exchange 
Comission, It is being submitted to aid the Secretary in his ceevaluation 
of the exouption from the bonding requirements of the Welfare and Pensioa 
Plans Disclosure Act, (WPPDA), 29 U.S.C. 308d, granted to federally and 
state regulated banks and trust companies in 29 CFR 468,4(0)(1), but donied 
to investment advisers registered with the Securities and Exchange Corte 
nission, 


The subuission examines in detail the scope of federa. supervision of 
reised by the Comptroller of =he currency, 
1 Deposit Insurance Corporation, 
A simiiac study is present upervision of 
Dank and trust companies, 


1940, and regulations promulgated pursuant the 
Exchange Commission, Federal regulation of investment advisers is taen 
compared with federal and state regulation of banks and trust companies. 


This reevaluation was precipitated by litigation involving the Sec= 
retary and Fiduciary Counsel Inc,, an investment adviser. registerec with 
the Securities and Exchange Comission, in which the lattes contended 
inter alia that it was entitled to an oxeuption from the W2FLA bonding 
requireueats. The District Court in Fidvei Counsel Inc, ve Wirtz, 63 
IREM 2500, 5% LC. 412,565 (C.D. 1966), did not specifically Ture on this 
assertion; the Court of Appeals, 383 F.2d 203 (1967), however, ceversed, 
aod renanded the case to the District Court with specific instructions 
to consider the issue of whether the Secretary*s regulation, exexpting 
Zrom the nonéing requirements certain federally and state regulate¢ banks 
but not iavestwent advisers registered wita the Securities and Exct.ange 
Goumission, was reasonable, Thereafter, Fiduciary Counsel Ince renewod 
its petition for an exemption, In the light of these factors, the Sece 
retary determined that a ruleemaxing hearing should be conducted to amass 
all relevant facts on the appropriateness of the present dording exemption, 
as well as the appropriateness of extending an exemption to investneat 
advisers, This waterial is submitted to assist in this purpose. | 


I, SCOPE OF FEDERAL SUPERVISION OF BANKING INSTITUTIONS 


A. 


Be 


c. 


D 


Federal Supervision in General ..--cceee 6 


Supervision by The Comptroller of the 
Currency Sooo coeeccvoerecrorersecseoeteoce 6 


Supervision by The Federal Reserve 
Systex clajalafotalnieiaieloialeictoleleloicieleicicletetercleteistatstel OF 


Supervision by The Federal Deposit 
Insurance Corporation ccccccccccccvcceceet 


Basic Minimum Bond Coverages of the 
American Bankers Association ..ccceeseee3S 


‘O26 CF PaDwAL SUPSPVISION OF BANKING INSTITUTIONS 


Ssdersi Supervision in General | 
Geveramental supervision of oanks and trust companies is dorived | 
fron four sources. At the federal Level, regulation is vested in thrde 
agencies, the Comptroller of the Currency, the Federal Reserve System and 
the Federal Deposit Insurance Corporation. As of December 31, 1966, | 
13,873 commarcia2 banks out of a total of 14,291 were subject to regula- 
tion by at least one of these three agencies.1/ In addition, banks sub- 
ject to supervision by the Federal Reserve System (hereafter referred! to 
a3 Tae Fed.) end the Federal Deposit Insurance Corporation (herainatter 
referred to as F.D.z-C.) ere also subject to the control of the bankirg 
agencies of tae fifty states.2/ | 
Tho fundamental. function of bank supervision oa the Seceral ant. | 
rtate iovel is to limit the risk of bank failure, 0.f., ino ris< thet; 
the vslue of bank assets may £211 bolow the amount of its lisbilitics:. 
“mare are three besic methods by which this control of the risk of feil- 
ure is maintained. The first is by exercising an influence over the | 
respective porzions of a bank's funds which represent equity ena waich 
rapresent <abt;3/ the secona is control of the quality of assets held 
by the san«s;h/and the final method is the maintenance of niga quality 
bank menagoment. 


B. Supervision by the Comptroller of the Currency 


The Comptroiler of the Currency (hereinafter referred to as the 
Comptroller) is a bureau within the Department of the Treasury, and is 
cherged with exercising supervisory powers and issuing regelations rdiat- 
jag to national banks. The broad scope of supervision exercised by the 
Comptrolier includes the chartering of national banks; grenoing trust 
powers; issuing and requiring adhorence to rogulations pert<cining te /oanke 
ing operations and procedures; requiring and receiving information enc 
reports; requiring the correction of unsafe and unsound benking policios; 
and performing examining functions 2s to national banks.5/ 


| 
{/ ‘Ssoeral Deposit Insurance Corporation (F.D.1.C.) 1966 Annual Roport, 
submitted in this Hearing as Exhibit No. A-1, Table 203, pp. 132+133. 


2/ See Exnidit No. A-2 - A chart of federal and state governnent super- 
vision of banks. 


3/ "Some Problems of Bank Supervision," Homer Jones, Reprinted from! the 
Journal of the American Statistical Association, Vol. 33, 1933, pp. 635-706. 


uf Toid., See also 12 U.S.C. 53. | 


5/ cones, Adrian, "History and Development of Governmental Suparvision 
of Zenks" - & doctoral thesis, 1964, pe 20. 
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heer mamoer of natural nevsons, uot less tzan fivo, wos hev> entero? 

invo ar cscociction to carry on tha business of parking cn apply to the 
“orptrolies for a charter to operate a national bank.6/ The srticies of 
asscciation must specify in general. terms the object for which the sssocise- 
+2on has deen formed, and may contain any other provisions cot inconsistent 
with law.7/ These persons also draw up an organizational certificate, 
which mst specifically state: 

First. The name assumed by such association; which 

name shall include the word "national" and be suoject 

to the approval of the Comptroller of the Currency. 


Second. The place where its operations of discount 
and deposit are to be carried on, designating tne 
State, Territory, or District, and the particular 
county and city, town, or village. 


Thira. The amount of capital stock and the nunter 
of shares into which the same is to be divided. 


Fourth. The names and places of residence of the 
sharsholders and the mumber of shares held by cach 
of thom. 


Fifth. The fact that the certificate is made to 
enable such persons to avail themselves of the ad- 
vantages of this Title.8/ 


The factors which the Comptrolier mst consider in his dacisior 
as to whether to approve such an application are not specificaily enum- 
erated. de must determine, however, that the benk is organized in accord- 
ance with the provisions of ‘the banking laws, specifically vhat the re- 
quirements as to capitalization, nane, organizers and fixed assets ere 
met. In addition, since every national bank automatically secones a mem- 
ber of The Fed., and insured by the F.D.I.C., the Comptroilsr must consider 
the factors required for coverage by these agencies.9/ 


Tho Comptroller has authority, pursuant to 12 U.S.C. 35 to convert 
any bank incorporated by spacial law of any state, or of thu United Stétos, 
into a national banking association. To qualify, such a haxk rast have aa 
unimpsired capital sufficient to entitle it to become a national banking 


7 st USSF TO Ueseds OL (RS. 5133).: 
7/ Iei2. 
8/ 12 U.S.C. 22. 


9/ Tnese factors will be discussed in detail in a subsequaat porticn 
of this suimissicn. 


' 
r) 


=v 


yenceintion ‘inte: vhe provisions of existing lews,i0/ etd vum. neve the | 
strroval er the shurenolders of aot iess than 51 percent oF the cspitel | 
stock of this oank. 
| 
| 


Thora are stringent minimum capital and paic in surplus require- 
mente thet a national. banking association mst fulfill, 12 U.S.C. 51 
reouires a netional bank to be organized with a minimum cspital of 
' $100,000, with the following specified exceptions: | 

| 


(a) If the population of the place in which the benk is crganizod, 
does not exceed 6,000 persons, the bank's capital must be at least $50,000: 
(ob) if the population exceeds 50,000 persons, the minimur capital 
requirement is $200,000; however, | 


(c) in the outlying districts of such a city, a national bank may 
ve organized with a minimum capital of $100,000 with the aporevel of | 
sno Conptroller of the Currency, if state laws permit the organization | 
ef state tanks with a capital of $100,000 or less. In addition, hefcre 
3 national bank will be authorized to do business, all of its capital ! 
stock must be paid in.12/ ! 
| 

12 U.S.C. 52 provides that as a generai rule, a naticnai berk will 
rot be authorized to commence doing Susiness uniess it has a peic-in 
surplus ecual to twenty porcert of its capital. Tnis twerty vercens 
recuiremert is intended to provide some insurance of contirued solvency, 
of national benks.12/ The peid-in surplus recuirement may de waived by: 
the Conptrolier in tne cace of a state bank converting intc ¢ rational 
cank where the following conditions have been met. The stcte tank must, 
oefore Gaclaring a divicend on its common stock, carry at lesst. one-half 
of its net profits for the preceding half year to a surplus fund until it 
has 3 surplus equal te twenty porcent of its capital, Any sums which 2 
converted ban pays out of its net earnings for such a half-vear period 
into a fund for the retirement of its preferred stock will. be considered 
an addition to the surplus fund upon the retirement of the preferrec | 
stock.23/ | 


The capital: stock of national banks must have a par value of $200 | 


yer share unless the articles of association provide for 2 lesser per | 
value. 1i/ Tne negotiability of nationsl bank stock is controlied by 


| 
Ti See 12 U.S.0. S2(a). 
31/ 1 CCE Fed. Bank. Rep., paragraph 5551. 


Hf W2 U.S.C. 52. 


5 "nw, although state statutes my govern CUCETIONS cnncerulng the 
‘eco cassetuys Of spncicic porsore to make é sransfor.i5/ antiens] panks 
wey werease tacir cagital stock either by sale of naw camen stock for 
cash, or by a declaration of 2 stock dividend. In either case. this in- 
crease must be approved by (a) a vote of the owners of two-thirds of the 
tank stock, and (b) the Comptroller.16/ Where a stock dividend is de- 
cisred, the paidein surplus of the bank must equal at least wenty percent 
of the capital stock as incressed.17/ A national bank may reduce, its 
capital stock according to the same general procedure; however, the amount 
of capital stock mst never f3ll below the sum required to authorize its 
formation.28/ 


The Comptroller nas far-reaching guthority over 212 piuses of the 
exercise of trust powers by 2 national bank. He is empowered to grant, 
cy special permit upon application by a national bank (when tais apolica- 
+ion is not in contravention to any stete law), "the right to act ina 
fiduciary capacity in which state banks, trust companies, or other corpora- 
tions uhich are in competition with national banks are pernittod to act 
under the laws of the state in which the national bank is iocoted."19/ 


In passing upon the application to exercise fiduciary powers, the 
Comptroller is required (vy the fiduciary regulation) 20/ +o givo consider- 
ation to the following matters: 

(a) Whethor the bank has sufficient capital anc surplus to exercise 
che ficuciary powers applied for, which capital and surpius in no case 
shell be less than thst required by state law of state banks, or cther 
institusions exercising such powers; 


%) The needs of the community for fiduciary services and the 
protabie volume of such fiduciary business available to the bank; 

(c) Tho general. cond-tion of the bank, including the acequacy of 
its capital and surplus in relation to the character and condition of 
its ascots and to its deposit liabilities and other corporate rosponsi- 
bilities, including the oxercise of fiduciary powers; 


(a) The general character and ability of the managenent of the 
hank: 


(e) ‘The nature of the supervision to be given to the fiduciary 
fim CCH Foc. Bank. Rep., paragraph 5555. 
UeSC. S57. 


VeSeCo 596 
U.S.C. 92(a}- 


22 CFR Tart 9. 
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| 
neviviries, including the qualifications, experience ang caaracter of | 
the prososed olficer or oxficers of the trusé department. | 


{¢) Whether the bank has available legal counsel to advise and | 
pass upon fiduciary matters wherever necessary.21/ 
| 
These factors are separate and apart from those examined upon application 
for a charter to become a national bank. 
The Comptroller places the primary responsibility for the proper | 
exercise of the fiduciary powers of a national bank on the board of | 
directors.22/ No fiduciary account is to be accepted without vhe prior 
upproval of the board of directors or their designees, anc a written re- 
cord must be maintained of ail such acceptances and relinguishments.23/ 
The boar shall also insure that there is a periodic review o> each fi- 
Gueciary. account in which the bank has investment responsibilities to | 
determine the advisability of retaining, or disposing of tnese assets.2h/ 
ALL officers and employees participating in the operation of the trust. 
department are required to be adequately donded.25/ In ecdition, legal 
counsel is to be retained to pass upon fiduciary matters and advise +. ie 
trust department. 
The books and records of such institutions are required to be kept 
separately from all other bank records, and to contain fuli information 
relative to each account. This information is to enable the bank in 
question to furnish the Comptroller any information he cesires. These 
records must include an'up to date account of all pending Litigation.26/ 
A committee of directors is required to conduct an eudit of the | 
trust department at least once during each calendar year and within | 
fifteen months of the last audit, or cause such an audit to ve made by 
outside auditors responsible only to them.27/ Tais audit is specifically 
intended to reveal whether the trust department of the bark hes been | 
operating in accordance with the banking levws, regulaticns pursuant to it, 


21/ 12 CFR paragraph 9.3. 
22/ 12 CFR paragraph 9.7. 
23/ Ibid. 

2h/ Tota. 

25/ Inia. Is is not made clear whether this is an additionai bonding 
requirement, over and above the requirement that ali nat:onal bank 
employees must be bonded. 

26/ 12 CFR 9.8, 12 U.S.C. 92(a)- 


27/ 12 CFR 9.9. 


onl sein. fiduezary oincirles. 4 continuous audit He.) LE 2m, accepi= 
ace alternative tc the above requirements. 


The investments in each account are to de kept separete rom the 
general assets of the bank, and placed in the joint custody of not less 
than two of the bank’s officers or employees who are sO designated, Each 
account must be kept separate from those of ai]. other accounts except in 
tne case of collective investments, or otherwise adequately identified 
ss the property of the particular account .28/ ; 


Funds held by a national bank in a fiduciary capacity ere required 
to be invested in accordance with the instrument establishing the fiduci- 
ary relationshio and locel law. As part of the examinavica of a trust ce- 
partmont of a notional bank, the Comptroller examines the investnents 
hels oy this bank as a fiduciary to determine whether they hsve doon mace 
$y, accordance with law and sound fiducisry principles. Any ciseretion 
in investments is governec by the torms of the trust agreomert., and applic- 
aoie local law. Self-dealing in any form by the directors, officers or 
omployees is forbidden.29/ 


The trust regulation, 12 CFR Part 9, formulates specific procadures 
te be followed with respect to funds held in 2 fiduciary capacity await- 
ing investment or distribution. Such funds are not to be kept uninvestec, 
or undistributed any longor than is reasonably necessary for the proper 
nanegenent of tha account. They may be deposited in the commercial, sav- 
ings, or other departmant of the oank (in the adsenca of ary pronibitior 
by locel law, or in the trust agreement) only if there is first set aside 
under the control of the trust department as collateral sccurity the 
following: 


(1) Direct obligations of the United States, or other 
obligations fully guaranteed by the United Staves 
as to principal and interest; or 


(2) Hnadily marketable securities of the classes in 
which state banks exercising fiduciary powers are 
authorized or permitted to invest trust furcs ur.der 
the laws of the state in which such national bank 
is located; or 


Othor readily marketable securities that quality 
as investment securities pursuant to the Inves=ment 


Securities Regulation of the Comptrolier of tke 
Currency (12 CFR 1). 


LE IEE IS 


29/ 12 CFR 911-912. 


abera securities ust, at all times be et least equal in value to the 
©.” she uninvested trust funds. 30/ 


i? U.S.C. 92(2), and tae detailed regulations issued pursuant to 
at enumerséte strict stendards governing the organization and operations 
of 2 trust department in national banks. These departments are in a sense 
treatec as sevarate institutions, required to comply with rogulations not 
imposec upon the other departments of national banks. These requirements 
are enforced through periodic examination of these departments by the 
Comptroller, and through reports that are required to be filed with the 
Conptreiler. They are intended to maintain uniformly high standards ir. 
*he conduct of fiduciary activities by national banks an¢ to mininize 
the possibility of loss to these accounts through mismanzgement, fraud, 
cr embezzlement. 


| 

An important phase in the supervision of national bsnks is the 
requirement thet these institutions submit periodic reports of condi- 
tion to the Comptroller, A nations] banking association is required to 
suomit not less than three reports of condition each year wo the Comptrol= 
ser on forms prescribed by him.3]/ The Comptroller is additionally en- 
powerea to call for special repcrts whenever he believes they ure neces- 
sary to vroperiy perform his supervisory functions under the banking laws. 
Bvery report shall set forth in detail the assets and liabilities of the 
associatica as of the close of the date he specifies. It must be trans- 
mitted to the Comptroller within 10 days after receipt of request, for 
the report (receipt of call). 


these reports must be signed by the president or cashier, and their 
correctness attested by the signatures of rot less than threa directors 
other than the signing officer.32/ In an emergency, when the required 
Signors are not available, the Comptroller is empowered tc accept substi- 
tutes. | 


| 

in addition, each association is required to submit periodic reports 
of the payment of dividends, including advance reports of Civicends: pro- 
Posed to be declared or paid.33/ 

Loch national banking association is required to obtzin fron any 
affiliate other than member (of the Federal Reserve) banks not iess/than 
four reports por year. These redorts contain information tacessary | to 
Sully disclose the relations between the affiliate and the bank so that 
the Comptroller can determine the effect of these relations upon che 


U.S.C. 162. 


12 
Ibis. 


Meine cf the cant. They ure to ba submitted to tae te 
a 


a. 
sane tint as wh? comresponding report of the associavior 
$8 


Tne purpose of requiring those reports is to insure tht there will 
de a promot discovery cf violations of the banking laws. To effectuate 
tnic pursose, in addition to veing submitted to the Conptrozzer, the 
statement cf resources and liabilities contained in the report is pub- 
lished in e newspaper published in the plice whore the association is 
estadlished.35/ This publication furnishes information to ail persons 
having, or contemplating ‘yusiness transactions with such associations in- 
to whien the condition of the bank enters as 3 material factor. ‘The affili- 
ate renort refersad te above is also published in accordance with tais pro- 
codura. 


The hen'e e221 renort is very similar to the snaual finsneisl report 
required vy WiFMA section 7. It is intendod to serve she same basic 
murpoce, to disclose to the regulatory authority and persers cffectec by 

-the operetions of those associations tho financial operaticns for she 
period covered. The persons charged with the duty of compiling the cali 
reports sr2 in posivions of authority similar to WPPDA plen acminigtretors. 
Tne requiremer* that the correctaess of these reports be attested to is 
ar2logous to the WPEM section 7 mandate that the "inform: ticn required 
by this section shail be sworn to by the administrator, or certified by 
ar. ingenerdent public acccuntent . . . after 2 comprehensive avdit." 

The miblication in.s newopaper coligation is comparable with she WPPDA 
orevisicn that tae finaneiel reports shall be rade available +o plan 
participants oud penericiaries a% the plan's principal office. 


Section 7 ef the WPFPA is intendea to accomplish 2 besic supervisory 
function, insuring s high level of menegericl compatency by providing 
fell disclosure of the plan's financial operations to its rercvicipants. 
The call reports perform the same basic function; however, whey serve an 
adcitional supervisory purpose. Unlike welfare and pensior plans, 78- 
tional banking associations are required by law anc regulation, to comply 
with apecific operational procedures, 8+, issuance of ecritas. stock, 
viniman capita? leveis, and trust cepartment procedures. in addition, 
these asscciations are forbidden to engage in certain practices, G-Z-, 
meking specific types of 2oans.36/ Tne call reports provide tke Comp- 
troller with the necessary information to dotermine whether the sssocia- 
tions ere in fact echering to the provisions of the federsi barking laws. 


The call reports permit the Comptroller to exercise closer degree 
of cugervision over national banks than the WPPDA financiei reports per- 
mit the Seeretary to oxercise over wolfare and pensien plens. Tho former 
3° CE Fea. Banke itep. paragraph 59,401. 

Ww] Tike 


“6/32 L.%.C. Udi. 


net eniv vrovides 2vl3. disclosure of the sctivities of ths omnis, Jai! 
sre sxecificelly geared to reveal possidie viclatious ef aw, cr regukstiens 
pursuant thereto. The Conptreller is empowered to ask for> wratever infor- 
mation he deems necessary whenever he believes that this edéitional infor- 
mation will aid him in administering these federal banking lews. The! latter 
report is limited to a disclosure (with some exceptions) of the basic) finen- 
cial operations of the plan. It is not gearec to enable the Seceretary tc 
regulate the operations of welfare and pension plans because the WPPDA is 
basically a disclosure rather than a regulatory statute. The laws govern- 
ing national banks, on the other hand, are regulatory in nature, and the 
call report requiremont is a basic part of this regulatory scheme. | 

The mest important supervisory function verformed by Comptroller of 
tne Currency is the pericdic surprise examination of nation: tanking as- 
seciations. very national banking association mst bo exonine? twice 
in each celender year by 2n examiner appointed by tho Comptreiler. One 
such examination may be waived, or more frequent, examinations mey de pre- 
vided for whon considered necessary. However, the Comptroller's suthority 
to waive examinations is limited in that the waiver cannot be granted more 
fremuentiy then once every two years. Thus, every nationzl bark is exan- 
ined a minimm of three times every two yoars.27/ 


The examiners are empowored to delve into sll of the affairs of a 
bank, ineluding (a) to ovamine its officers and agents; (5) exsmine she 
effoirs of non-member affiliates as deeply as necessary to disclose the 
oftect of these reiationsnins on the affairs of the nationai bank: (¢) 
exemine the cash, collateral, and all negotiable securities held in the 


bank; (4) examine losns msde and disccunts given and: (e) ssrutinize | 
noves neld by the cark for their genvineness.38/ The scope of an exar- 
ination may embrace every phase os banking activity found im the particu- 
lar dank under examination, or it may ccencentrate in specific sreas of 
bank activity. ‘The basic purpose of this examination is to cetermine the 
present and prospective liquidity and solvency of the insvivution in | 
question, anc the legality of its acts. 


| 

The Comptroller provices naticnal bank examiners witn detailed in- 
structions, procedures and forms (Exhibit A-) upon which to base their 
examinations. very phaso of the bank's operation are inclided in these 
forms, and specizic procedures are srovided for eaca portion of the ean 
instion, For example, all loans and discounts must ba listed end compared 
with the bank's general ledger. Where the bank is using automation tech- 
niques, the machine copies are to be obtained and checked against the ex- 
aniner's List.39/ | 
| 


377 ie U.S.0. G81. | 
Tie, | 


Exhidit No. A-h, Comptroller's Instructions, Proceduces end Forms 
for Notional Bank Examiners, p. lh. 


he 


every tye of colleteral security is to de Listed on “tr proms crm: 
and comparcé wita the bens's Listings .20/ Shc ernbire int:2222 ¢ 
systex of the dank is exawinee by comparing the syster. in tae narvicular 
hank with a master check list.i2/ The master chec« list reoresents the 
proper internal controls that each national bank should maintain. 


After the actual examination is conducted, the examiners <ppraise 
all of the information gathered and formulate a report to the Comptroller. 
This appraisal is to determine the specific areas, if any, where the bsnk's 
operation can be improved. Where the examiner finds specific weaknesses, 
i.e., an unwise loan, he presents a written criticism of these weaknesses 
and recomoniations as to how they can be corrected. He cise brings to 
sno attention of the bank's directorate and executivo management any vio- 
lations fo the federal banking laws which he believes +o heve occurred. 

Ee indicates the specific area in which the violation occurred, the sec- 
tion of the statute, or regulation violated, and the reasor wav the activ- 
ity is impreper. The recormendations the bank examiner tmakos concern 
specific inadequacies. ; 


The trust departments of national banks are examined és separate 
entities by examiners who specialize in this type of oxamination. 45 
above, the examination covers all phases of the operation of the trust 
cepartment, and is geared to determine (a) whether tho departacnt is func- 
tioning in accordance with the statutes governing national oanks, and the 
rules ané regulations in 12 CFR Part 93 %) whether 211 the essets can be 
accounted for; (c) whether all the books and records are comicte and up 
to date; (a) whether selected ficuciary accounts are being managed in ac~ 
corésoce with the terms of the trust agreement; and appliczbdle law; and 
(e) whether the trust department is functioning according +o accepted 
fiduciary standards. The internal controls exerciseé over the operations 
ef this cepsrtment are closely serutinized.:2/ Auditing practices, con- 
trol of spacific accounts, adequacy of account records, anc soundness of 
investment policies are studied and avalusted to the Comptrotlor and the 
Airectorate ane executive mansgerent of the bank, Any irproper practices, 
including conflict of interests, self-dealing, and improper investments, 
are eiso reported to the Comptroller and the bank, ana steps are immedi- 
ately taken to remedy them. 


The examiner subaits 2 full report to tho Comptroller of his findings 
in the examination of the dank which includes the trust deportnent exani- 
nation. The reports outline in detail the problem areas in ‘he pervicular 
institution, any violations of law or regulations, and any wrwise managerial 
practices or lack of sufficient internal controls. The Corptroiler, upon 


Ppe 21, 25, h7-k9. See Exhibit No. qh. 


Losvey 
Teic., pp. 62-63. Soo Exhibit No. Sel. 

Sxhivit No. A-5, Comptroilers Manual for Represontatives in Trust, 
pre 5 ot aoq. This manual contains instructions, worksheats, one 


forae Wie: ave.usod inthe examination of trust dep: t.aavts of 
navional Lénks. 


ata s 


suey of tess reports, maxes 2pecifie recommendstions. =< the navbieus 
“ar insvisutios fails to rermit cn examination, its chartur is subject 
to revocation.) 3/ if the tank mnagement fails to correct violations 
of law or reguiaticns, or fails to adopt specific recommendztiors of the 
Comptroller or examiner, its charter is also subject to revocation. Where 
| the examiner finds specific problems in a particular institution, subse- 
quent examinations focus on these areas to determine if the necessary 
corrections have been made. | 


The examinstion procedure provides a constant check on the assets, 
internal controls, and managerial policies of national banxing associstions. 
Tae trust departnents of these banks sre closely scrutinize< to dotermine 
that they are carrying out their fiduciary functions in accordance with; 
federai and state law, and where applicabie, the terms of the ixdividua! 
trust agreaments. A measure of the effectiveness of examinsticn procedure, 
és well as the other elements of supervision exorcised over national banks, 
4s that in 1966, out of a total of 4,799 national banks witn essets totale 
ing $235 billion, 996 million, only two national banks with assets totalling 
aoout $2 million closed because of financial difficulties.lu/ Neither of 
the two banks involved operated trust departments.li5/ 


In addition to all of the other elements of governmental. supervision 
exercised over national benks, the Comptroller of the Currency requires 
bonding of all officers and employees of nationsl banking associations. 
A Comptroller's ruling provides: 


| 
All officers and employees of a national bank must 
(emphasis added) have adequate fidelity coverage, and 
the failure of Directors to require bonds with adocuate 
sureties and in sufficient amount may make them liable 
_for sny losses which the bank sustains because cf the 
absence of such bonds. Directors should not sexve as 
sureties on such bonds. 


The Board of Directors shoulda determine the smouct of 

such coverage, premised on such factors as (1) irterral 
auditing safeguards employed, (2) mumber of enpioyees, 

(3) amount of deposit liabilities, and (4) amouzt of 

cash 3nd securities normally held by the bank, smorg 
othors.6/ : 


EYE U.S.C. G81 | 

Lu/ See Exhilit No. 4-1, Table 121 and 122, pp. 18),-185, alco containing 
Table B-21, (p. 150) of the Comptroller's Statisticai Supplement to 
the 1966 Annual Report. 


| 
45/ According to an interview with the F.D.I.C., no benk thet failed — 
during 1966 contained trust departments. | 


L6/ 3 CCH Fed. Bank. Rep. paragraph 59,816. 


| 
-l- 
| 
| 


MT. 


Tay Comptroller reviews the adequacy of Sidelity cov. c-£2 €3 
fe anonnt 


ol exch tank ex¢mination. The bank examiner serutanizes che bes 


of coveraze, the excess employee liability coverage (whica covers internsl 
Losses only), end the scope of coverage.7/ These factcrs are weighed 
against the criteris listed abovo to determine whether the fidelity cov- 
erage meets reasonable protective standards. The Comptroller will. order 
additional bonding if he feels that the present coverage is inadequate. 

It appears that the minimum standards required are those formulated by 
the American Bankers' Association Insurance and Protective Conmittee.)&/ 


E77 Supra note 39 at p. 71. See Exhibit No. A-). 


L6/ The chert setting forth the minimum standards is merkcd Exhibit 
No. A-8. ‘The Committce recommends coverage far in excess of these 
statutory minimums. ‘The F.D.I.C; uses the findings of +his Committee, 
as peblished in the Digost of Bank Insurance, ss genera. guidelines 
2s to the scope and amount of fidelity coverage to be required of 
its insured banks. 
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C. Supervision by The Federal Reserve System 


The scope of govermnental supervision under the Federal Reserve 
System is basically the same as that exercised by the Comptroller, | 
The system is supervised by a Board of Governors, the Federai Reserve 
Boasd (hereinafter referred to as The Fed.). The country is divided 
into twelve districts, with a Federal Reserve bank being established in 
each of these districts. The individual banks which are part of this 
system are called "member banks." There are two classifications of 
banks which join the system, (a) national banks, which by statute must 
become mombers of the system; and (b) state banks, which are chartered 
by their states, and join the system voluntarily. Sach o: the twelve Federal 
Reserve banks has been delegated the primary responsibiiisy of supervising 
the member banks within their cistrict. 

Any bank incorporated by special law of any state, or organized uader 
the genezal laws of any state ar of the United States which desires momber- 
stip in the Federal Reserve System my make appiication tc tre Board of 
EES. In ruling upon applications, the Board of Governors must 
consider: . | 


(a) the financial history and condition of the applying bank and the 
general character of its management; 


(b) the adequacy of its capitel structure in relation to the character 
and condition of its assets and to existing and prospective deposit lia- 
bilities and other corporate responsibilities, and its future earnings 
prospects 5 


(c) the convenience and needs of the conmmnity to be served by the 

bank; and 
(G) whether its corporate powers are consistent with the Federal 

Reserve Act. 50/ 


| 

Taese factors are a test of the applicant's initial solvency, level 
of managerial skill, and standards of opesation. The asplication form re- 
quires that exnibits be submitted 5i/ which set forth tre type of business 
engaged in by the bank, its corporate powers, and the rests of the latest 
examination and call reports. Unlike the national banks, the corporate 
powers of these banks are derived from their state laws; thus, The Fed. 
does not enumerate the type of powers that can be exercised by member tanks. 


: 
Iio7 ¥ederai Reserve Act, Seceioa 9. she Act is submitted in this hearing 
as Exhibit No. A-6. : 


50/ Teid, See sections 9(:), 9(11). See also 2 CCH Fed. Bank Rep. pare~ 
Graph 3552656 | 


Si/ Iaibit No. A-7, Application Form for State Banks opolying for :uaber- 
ship in Tae Fed. : 
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Fowever, the applicavion coes afford The Fed, the opportuciuy to daterrune 
wrevher these corporate powexs are consistens with the policies expressed 
uncer tne Federal Resexve Act. 


As in the case of national banks, The Fed. has minixun capital re-~ 
quirements which must be met for admission into the systen. Since all 
national banks are required to become members of the Feceral Reserve 
System, the minimum capital requirements (discussed previousl)govern~ 
ing the organization of new national banks ave deemed setisfactory for 
membership in the Federal Reserve System, For a state bank ovher than 
a mutual savings bank to be adiritted to membership, it must hive capital 
stock and paid in surplus which in the judgment of the Fecera2 Reserva 
Board are adeqrate in relation to its assets, deposit liahilivies, and 
other corporate responsibilities, These oanks, with few exceptions, must 
meet minimun capital requirements provided for national banks in the sane 
commmnity. In the alternative, the applying bank must be, cr have been 
zpproved for depogit insurance under the Federal Deposit insurance ‘Carpo= 
ration's requirements for approving applications for insurance. 52/ If 
The Fed. considers a bank's capitel and surplus funds insufficient at any 
particular time, it may order an increase in such funds to a level they 
consider adequate, 


Mutual savings banks may become members of the Federal Reserve Systen 
if they possess surplus capital and undivided profits in an amount equal 
vo that required Zor the organization of a national bank. If state law 
does not permit matval savings danks to invest in any svock (which would 
include Federal Reserve Bank Stock), the bank may submit to The Fed. an 
amount of stock equal to the stock that the bank would have teen required 
to puschase if state law had permitted this purchase. (See ¢ciscussion 
below). However, a mutual savings bank mist eventually purchase stock in 
The Fed, bank of its district, or lose its membership. 


In addition to the minimum capital and surplus requirenents, each 
member bank is recuired to subscribe to specified amounts of capital stock 
of its Federal Reserve bank, Each bank must subscribe to this capital 
stock in an amount equal to six percent of the paid-up capital stocic ard 
surplus of this member bank at the time of application. 53/ When a member 
bank increases its capital stock or surplus, it must imuediately subscribe 
for an additional amount of capital stock in the Federai Reserve bank ecual 
to six per cent of the increase, When a member bank reduces its capital 
stock or surplus it must surrender a proportionate amount of its holdings 


52) Teceras Reserve Act, section Sil). 


53/ Federal Reserve Act, section 5. 


in cae Paderal Reserve bank. any Federal Reserve stoc.: in excess 
of six per cent must be surrendered. This stock is not tvansferable, 
nor can it de pledged.55/ 


fne Fed. also imposes reserve requirements which member banks mast 
maintain on deposit with the Federal Reserve bank of their district. 
This reserve requirement consists of: 


tan actual net balance equal to three per cent of its 
time deposits, plus 7 per cent of its net demand de~ 

- posits if it is not Located in a reserve city cr 16 
per cent of its net demand deposits if it is Losaved 
in 3 resexve city, ot such different percentages of 
its time deposits and net demand deposits as ite 
Board of Governors of the Federal Reserve System, 
pursuant to and within the limitations of secvion +7 | 
of the Federal Reserve Act may prescribe from time to ~*~ 
time."56/ 

| 


fh member bank located in a reserve city may maintain reserve balances jin 
an amount equal to that required of member banks located in a non-rese=ve 
city if The Fed. grants permission for such a lower amount. The Fed, will 
grant permission after considering sil of the factors zeLating to the | 
character of the bank's business including (a) the amount of total assets; 
(>) the amount of total demand deposits; (c) the nature of its depositors 
and boszowers; and (d) the sate of activity of its demanc de20sits.57/ 
This permission is subject to revocation by The Fed, at any time, and/ is 
subject to annual review to determine to what extent these conditions 
have changed. | 


Deficiencies in reserve balances of member banks are computed on a 
Geily basis, and penalties are assessed monthly on the basis of average 
gaily daficiencies.55/ In addition, whenever it appears that a member 
pank is now paying Sufficient attention to the maintenance of its reserves, 
the Federal Reserve bank in t2on is required to contact by letter each 
director of this bank, calling his attention to this situation and advising 
him of the requirements with regard to the maintenance of reserves.5: 

If the member bank continues to permit deficiencies in reserves to OCCtr, 
the Federal Reserve bank mist report this fact to The Fed, with a recom 
mendation as +o whether or not they should: 


"(i) ‘In the case o7 a national bank, direct tne ConptroLler 
of the Currency to bring suit to forfeit the churter of such 
national bank pursuant to section 2 of the Federal Reserve Act 


12 C.F.Re 20h.2 
12 C.FR. 204.3 


Ibid. 


In the cese of a state memccr bank, ins. oc orecesiiars 
veouive such bask to surrencer tts stock ..a the Fecersl Re- 
serve oank and to forfeit ali rights and priviieges of menberscip 

pursuant to section 9 of the Federal Reserve Act. 


(3) In either case, take such other action as the Federal 
Reserve bank may recommend or the Board of Governors of the 
Federal Reserve System may consider advisable."60/ 


These resexve requirements perform an important function in insuring 
that its member banks remain solvent, able to meet thoi.r chligations as 
they avise., Their basic function is to provide a basis “or xonctary req 
lation, SL but they have the resicual effect of aiding in the cainvenaace 
of memoer bank solvency. Continued safeguards to preserve solvency consti- 
tute aa integral part of the system of federal supervision over the operation 
of banks and trust companies, As an indication of the success of The Fed's. 
efforts to mintain the solvency of its member banks, only to benks out of 
6,Ui9 Federal Reserve menber banks were closed due to financial ¢cifficulties 
ducing she year ending December 31, 1966.62/ Both of these danks were 
national banks (no state member banks were involved). 


a2 Federal Reserve Board has 2 general prohibition against licaas to 
execuvive officers of member banks. Wita stated exceptions, no member 
bank snll extend credit to any of its own executive osTicers, and no 
execuvive officer of a'nember bank shail borrow from or otherwise becone 
iréested to such benk.63/ In addition, with stated excezticas no member 
venk shall extend credit to a partnership in which one o> more executive 
crficers of the bark are partrers possessing either indivvicuaily or jointly 
a majority interest in the partnership. No such partnership shall borrow 
from or otherwise become indebted to a member bank.6/ ‘the excootions 
permit a limited amount of money to be loaned to a bank's executive 
officers for specified purposes.65/ Whenever there is such an extension 
of credit, it stall be (a) promptly reported to the bank's teard of directors; 
(>) shall be on terms not more favorable than those afforded other borrowers 


ou a -~0~e 
_ 


6i/ "Che Federal Reserve System Purposes and Functions® (Sth Ed. 1967) p. Ob. 


62/ See Table 103, F.D.I.C. 1966 Annual Reports, Exhibit No. A-1 surra 

— note 1, for the totel number of Federal Reserve bans for the year 
ending Dec. 31, 1966. See Tables 121-122, pp. 18-55 for the number 
tad listing of the banks which closed during 1966 Sccause of financial 
dizticulties, ‘ 


62/ i2 CFR. 215.3(a). 
uf 12 C.F.R. 215.3(0)- 


65/ 1? C.¥.Re 215.0(0). 


with a glallar omacit standings 216 {c) each member bass -tss 
sepers of such loans to The Fed.55/ 


In general, officers, directors, empLoyees of member banks are ipro= 
hibited from acting as cr being associated with dealers in securities. 
This prohibition provides in pertinent part: 


No officer, director, or employee of any corporation or | 
urincorperated association, no partner or employee of any'. 
partnership, and no individual primarily engaged in the — 
issue, flotation, underwriting, public sale, or distribution 
at wholesale or reteil, or through syndicate narbicipation 
of stocks, bords, or other similar securities, can lerally 
be at the sarc time an officer, director, or empleyee of any 
member bank of the Federal Reserve Systen$7/ | 
There are exceptions tc this prohibition relating to dsating in certain 
types of securities.6&/ This restriction has particular relevance to 
cur Leavings because &) it directiy relates to the mainvensace of the 
solvency o>-member banks; and (b) it relates to the operation of the 
trust department of merber banks, 
| 

The pronibition is intended to prevent a conflict cr irterest situation 
i which an officer, director, or employee of a bank ty iwocimize his personal 
gain as a securities dealer av the expense of the member bark. Such a con- 
Fiiet of intesest may prodvce a series of unwise investrens of oank funds 
wnich would directly affect its continued solvency, If thr bank officer, 
eze. exercises control over the trust Geparvment to the vember ‘Dank, then 
this confiict of interest could lead to a loss of trust cuncs in the trusts 
administered by the bank, For example, a dealer could engaze La "scalning"69/ 
which could vesult in the trust funds being invested ia speculative securi- 
ties. Any loss resulting from scalping would directly reduce taese funds. 


In addition to the regulations already mentioned, the Board of Governors 
has also promulzaved detailed yules in other areas including (a) governing 
bank hoiding companies ;70/ (b) interlocking bank directorates under the 


| 
o5/ TZ Ces ate DSeb-le 
12 U.S.C. 78. | 
32 C.F.R. 218.2. These exemptions pertain to various types of 
governientaL securities. 


} | 
"Scaiving" is a term used to desexibe the followiar, type of trans- 
acwion. An individual purchases securities in X corporati on, Ho 
sher. persuades obhers, Cefe o unton or a welfare co peasion pisn, 
to invest in the same securities, which will honemally case ina 
anpreciation in value. He then sells nis holdings in X corpere tion 
ab a profit. | 


12 C.z.Re section 222 (Regulation G). 
@ 22 = 


ep. de’ tL/ auc nevasees ind ciscounts by the Fede?.+ Reserve 
tanics. 72/ VHese regviations ere basically concerned wits. Tetwers not 
welatiuz to the subject of this rule making heesing. However, they in- 
Girecviy accomplish a result which is connected with this hearing, pre- 
venting potential conflicts of interest wnich could adversely effect 
the solvency of member panks, and providing additional funds to member 
‘banks to enable them to meet their obligations. 


The Fed. has not formulated detailed regulations governing the 
operations of the trust departments of member banks. The trust depart 
ments of national banks are governed by the Comptroller of the Currency 
oursuant to section 92(2) 73/ of the Federal Ranking Laws anc 12 C.F.R. sec- 

Let sea. (2 detailed discussion of these rules aod regaiations ras 
in the section dealing with national tanks), State 
member hanks = aw in the oreration of their fiduciary 
denartaents. > The vec. requires state 
rember tanxs to adhere to. pated by the Comptrolier 
of the Currency where these sta onflict with state law. 


As in the case of national banks, the scope of regulation of trust 
departments’ extends to their ozganizational structure, and ail phases of 
theiz operations. These departments are in a sense treated #3 sesarete 
entities, required to comply with remuiations not imposes upon other 
departments of the bank, These standards are enforced through perLocic 
examination of these departments by fhe Fed., in the case of state member 
banks, end by Comptrolier in the case of national panks. 


fae Fed, requires its member institutions to submit periodic reports 
of condition as part of its ov 1 scheme of supervis on. The basic 
purpose of these reports, as i 3 required by 


the Comptroller, is to insure ape to the statusory 


ons Nasional banks are 
he Fed, bacruse, 3S 
2 Cemptroller. 
pus tne form and contents of nea vy him, 
However, the Comptroller is required to 
mre ved, for the latter's independent exami 


he state members banks are under the direct supervision of Te sede, 

ang are recuirec to file reports of condition at icast three times each 

. year to the federas. Reserve bank in their district. Tae form of the 
reports and the information they are to contain is deternined by the 


WT Te Cov onte <sSilon Bie (egaistion L) 


72/ 12 CR. section 201 (Regulation A) 
73f 2 USC. {a)- 


tean) G2 uevernors. ‘Phe Fed, preseribes the detali cf © soins. vi 
L5 to te Lacluued, the dates of reporting and the manne of put. 
or wae reports. ?hi/ These call reports ave essentialiy tae sazie as those 
required of national banks by the Comptroiler. 
A state dank must submit a report within ten days after the date when 
its district Federal Reserve banc requested the report. Failure to jsub- 
mit this report within the ten day period will result in the bank being 
fined $100 per day for each day beyond this ten day limit.7°/ Any | 
officer, director, agent, or employee of a member bank who makes a faisc 
entry in the bank's reports, books, or statements is subject to a fine, 
or imprisonment, or both.76/ 
| 
Withia twenty days after a Federal Reserve bank has calied for in 
resort by a state member bank, the reporting bank must pasicsh tais ise= 
port in a newspaper of general circulation published in the place where 
the bark is located or in an adjoining county at least once per week. 71/ 
The published information must be identical with that or: the report of 
condition submitted to the Federal Reserve bank (with some minor exceptions ). 
‘the copy ofthe report for pudlication is to be preparec on the form 
svopiied or authorized for this purpose by the Federal keserve bank, 78/ 
After the seport nas been printed, a copy of the printed document is to 
be submitted to The Fed. | 
As in the case of national banks, each state menber barix is recuired 
to ebtain a report from any affiliate other than a merbcr of the Feceral 
Reserve sysvem, which rust be submitted to The red. at tue samo time 2s 
the rember bank's report of condition. The purpose of ti.ese affiliate 
reports is to apprise The Fed, of the effect of the relavionship detween 
the member tank and the affiliate upon the affairs of the dank.79/ Each 
report of ar affiliate must be published at the same time, ond Tm the same 
newspsper 2s the member bank's own condition report unless an extension 
of time for she submission of the affiliate report aas been granted 0/ 
Tue published report must contain the same information as that submitted 
to The Fed., and must follow a specified form. 
» | 


sf 2 Fed. ~ Rep. paragraph 35,709. 


bic. 
wS.Ce 1005, 
eet, 208,9(a) (Regulation H). 


203.9(b)« 


A. it tir. case of the national bank reverts, The fe.. reer s s ove 
so MGLe suserviscery functions, First, the report ic i%.enced to sably 
wiselose to Tae sea. ana to momoer bank customers, ali oncses oc the 
reporting bank’s operations for the period covered, This surct.on is 
sinilar to that performed by WPPDA section 7. In addition, these 
reports provide The Fed. with the necessary information to determine 
whether the state member banks are in fact adhering to ta> provisions 
of the Federal Reserve Act and the regulations promulgated pursuant to 
it. The WPPDA does not provide for a comparable supervisory function. 


The most vital supervisory function performed by The Sed. is the 
neriodic examination of state member banks, Examinations cf nations] 
banks are hancled by the Comptroller, who supplies a cosy of the examin- 
ation report to The Fed, The Fed, is authorized, at its discretion, tc 
axamine the accounts, booxs and affairs of each state mercer bank, These 
examinations are performed by examiners employed by each of the rederal 
Reserve banks, subject to the approval of The Fed. These exeminers are 
arpowered to delve into 2ll of the affairs o2 the bank including (a) 
examining its officers and agents; (b) examining the officers of non- 
menber affiliates as deeply as necessary to disclose the effect of these 
relationships on the affairs of tae state member bank; (c) the cash, 
collateral, and oll negotiable securities held in the banx; (d) a2 loans 
made ane discounts given; and (e) she genuineness of all notes held by 
the bank. he examination may embrace every phase of banking activity 
found in the particular bank under scrutiny,| or may concentrate in specific 
arezs of bank activities which merit special\attention, £1/ The dasic con~ 
cern of these examinations is to protect the net worth ot the bank in 
question, and to insure compliance with applicable statutes and regu- 
lations. k 


Each Federal Reserve bank employs and trains its own, exaniners, subject 
to the approval of The Fed, The actual procedures followed by these examiners 
axe essentialiy the same as those followed in the examinsv-on of navional 
hanks. The trust departrents of state member banks are exavined as Separate 
entities oy examiners specially trained for this purpose. The serntiny of 
the srast department is geared to determine (a) whether the ‘rust department 
3s Sunctioning in accordance with federal and state law; (>) whether all 
assets exe accowited for, and all books and records are compete and up 
to date; (c) whether selected fiduciary accounss are being managed in 
accordance with the terms of the tryst agreement, and aprlicable loccl 
law; and (a) whether the trust department is functioning in accordance 
with accepied fiduciary standards, 


Exominaetions mide by state authorities which meet the ayroeval of 
tne directors of the Pederal Reserve Yank /of the district in which the 
examinea ten is situated my be accepted Ja lieu of those comiucted by 
Tae sed's, cxaminers. However, The fed, had the option of osderiny: that 
special examinations be held bv persons of weir own scivstion, 21-s/ 


\ 
7 —Tral interview wich M, hooert Schremp oi\the House committee on 


— 


Banking and Cutrescy Staff in March 1968. \ 
tie/ 2 CCE Fed. Bank Rep. paragraph 35,707. \ 
ae : See 


Chg nilies sppears ts exters vo the examinavion of taisy urparuents zs 
well as other bank depertuents. 
ae examiner submits a full report of his findings te the Feceral 

Resexve bank which outlines in detail the problem areas in the particular 
institution. These reports are studied, and specific seconrendations are 
made. If the specific institution fails to adopt these recommendations 
and rectify any unlawful or unwise practices, its membership in The Fed, 
is subject to revocation, 


‘the Fed, as a matter of practice, requires berdia> of all state 
werber banks (national banks ave required to be bonded ty the Corptroller). 
in eddition, all member banks are automatically insured under ¥.D.I.o. 
which requires adequate bonding for all its insurea banics.82/ It is not 
Clear whether The Fed. adopts the American Banker's Association insurance 
and Protective Committee standards83/ as the minimam requirements nécessary 
to constitute adequate tonding. sul 


ele Ye 


See nove 48. This table of minim standards is ircuuced ia 
Exnibit No. 4-8, : 


7 


oe ‘enec is.cn by the Federal Deposit Insurance Corpor :..on 


ste Yeceral Deposit Insurance Corporation (hereinafter teTerred to 
as the F.P.3.C.) is primarily an insurance agency which protee:s rhe 
depositor of insured banks from josses dve to bank failure, The Corporse 
tion is headed by a board of directors composed of three members, one of 
which is the Comptroller of the Currency. it is divided into tvelve 
districts, each headed by a supervisory examiner who is responsibie to 
the board for the exercise of supervision over the insured banks 8: / 


The Feet.Ce insures the deposits of each depositor ia an insured 
bank vo» to 215,000, The term “deposits”, defined in section 3(L) of the 
vader.) Deposit Insurance Act, includes trust funds received of held by 
an dasureé oak in its own trust department or in any othe> department 
in the bank.65/ Each trust estate is insured up to $15,005, aac this 
insurance is separate from, aac. additional to the insurance covering 
other deposits of beneficiaries.36/ S 


' 
Tae creation of an insurance reserve is provided by the F.D.I.C.°s 
nanuel assessment against insured banks. Thie assessment is at the rate 
ot 1/12 of 2 percent of the average aeposits (less certain 2uthorizec dee 
duetions) of each insured bank, At the end of each year, the ¥.D.i.C. 
srensfers 40 percent of this assessment income to its capitsl account, 
ané credits the other 60 percent pro-rata to the next semiannual assess- 


nent of each insured bank,87/ 


Tae F.D.I.C. is not authorized to charter, or close a benk, Its funce 
tions orinsrily es 4 supervisory agency, deterwining (2) whether or not a 
bank oc proposed bank weets its requirements for insurance; and (b) atter 
« bank has beca insured, whether or not the bank*s conditions anc operations 
werrant the continusnee of deposit insurance. Since the F.D.1.C. is odli- 
fated to pay uo to $15,000 per depositor, in the evont of an insured bank's 


Zaiiure to meet. its obligations, it is directly concernecé with maintaining 
the selvency uf its insureé bants and minimizing their lossc3s, 


ALL banks that are members of tne Federal Reserve Systeu (national 
and state member banks) are automatically insured by the P.D.i.C, These 
banks need not make formal application to obtain insurance coverage; all 


7 "Supervisory Agencies Interest In Trust Operations" by William +. Sanétia, 
doctoral thesis, 1966. ~ 


S5/ reteral Deposit Insurance Act (F.D.I.A.) Section 7(i; ~ The tern “trust furnds* 
spoears to be Limited to uninvesteé trust funds, The F.D.I.A. is submittec 
as Exhidit No, AWG. 


56/ ibid. 


B7/ ibis, section 7(o)(1)6 


sear is ase.ctacy is tha: the Coustreller, or The Fed, csc .ify that these 
panks weet che F.T.70C. reguireweats for insurance, Any sete Acaeneuder 
bank &3/ way become insured by filing the appropriate application with | the 
FLD. Isc. doaré of directors. The board must consider the following factors 
deZore webership may be approved: 
| 

(2) The adequacy of its capital structure, As part of the evaluation 
the F.D.1I.C. requires newly organized banks to furnish a projection of | 
estimated deposit liability at the end of three years; 


(2) The financial history and condition of the banx; 


(3) Its future earnings prospects; 


&) The general character of its management; ana 


(S) The convenience and needs of the community to de served bythe 
| 


bank; 
: (6) Whether or not its corporate powers are consistent with the ipure 
poses of the Federal Deposit Iasurance Act,89/ 


Tne ¥.D.1.C, does not set out specific minimum capital requirements ; 
however, it is generally agreed that in considering factor No, (i) above, 
they follow the general guidelines sect forth by the Comptrolier and The 
Fed, It is believed that the absolute mininun Capital necessary to obtain 
F.D.I.C, insurance is $50,000,90/ 

| 

Tne scope of supervision of insured non-uember banks is essentially 
the game as that exercised by the Comptroller and The Fed, fowever, Ua= 
like tno other federal agencies, the F.D.1.C. does not esuxcrate in its 
veguiations detailed requirements which must be complied with in order to 
maintaia an insured status, This can be partially explainee by the fact 
chat state nonewemder banks are chartered and primarily Tastlated by the 50 
states, Mininem capital requirenents, reserve requiremect—, raguiation of 
soans, defining of corporate powers, and the regulation of the conduct of 
fiduciary powers are provided by each of the 50 states, ané the nonenéuber 
ingured benks must comply wita these mandates, The national danks aad 


tate nemder banks are regulateé by their respective ageacies, and are not 
subject to direct control by the F.D.1.C. 


i 
ee 
Bef A state nanemember bank is one that is chartered by state banking 

authorities, and is not part of the Fedoral Reserve Systes, 


o9/ Federai Deposit Insurance Act, Section 6, 


3C/ Supra, note 8% at pe 45. 


tau adcitina, the FD.1.C, hus a more iieited iatore: ¢ in it. insured 
panks haa do the other regulatory agencies, Tais intercs- is to nain= 
sain its insure banks in a sufficiently solvent state go that their 
uasurance liability will be minimized, The Comptroller aad The Fed. have 
a auch broader interest in the banks subject to their reguiation, The 
former is a chartering agency which controls all phases of the organiza= 
tion and operations of a national bank, The latter is concerned with the 
maintenance of a stable monetary system, and therefore exercises specific 
controls over its member banks. 


The ¥.D.1.C.,as a matter of practice, requires the sare standards 
ané procedures that are specifically enumerated in the regulations of the 
Comptroller and The Fed, ‘The scope of its control over state non-nenber 
iasured is as follows: 


(1) To terminate the insured status of any bank waie: continues, 
after aotice and hearing, to engage in unsafe and unsounc banking practicese 


(2) To require periodic e2ll reports of condition which are utilized 
(2) to determine the bank's annual assessment for insuranc: coversge, and 


(b) to determine continuous adherence to safe and sound baaking practices. 


(3) To exanine periodically insured non-member banks, end to nake 
special examinations of any state bank, or national bank wher deered 


necessary to determine the condition of such bank for insurst.ce purposes. 


(&) To require insurance protection (in the form of acequate bonding 
coverage) against burglary, defalcation and other similaz i0ss. 


(5) To act as a receiver for all national banks piacec in receivere 
Ship, ond aay state banks so placed when appointed by state authorities .91/ 


Tac F.D.i.c. has promulgated some specific regulations governing the 
operations of nonenember insured banks, These banks are expressly pro= 
nipitee from exercising, taking, or assuming the following powers: 

(a) to do a surety business; 


(>) to insure the fidelity of others; 


(ce) to engage in insuring, guaranteeing or certifying titles to real 
estate; or 


(a) to guarantee or becono surety upon the obligations of othors.92/ 


327 x CCH Fed, Bank, Rep. Paragraph 1558. 


32/4 12 C2R 33Z,1~2. If the bank in question became an insured dbaak defore 
tae effective Gate of this regulation, it is prohibitad from using these 
csumerated powers (a) if it did aot possess chem at the effective cate; oF 
(b} if, aithough it had such powers at the efgective daze, it did net 


exercise tReRe 
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Shey are also expressly pronibited from permitting ary chi.a-e to be nadu 
ia the general character or type of business exercised by suck sank i 
without the prior written consent of the F.D.I.C. 
The rationale behind these prohibitions is that the exercise of tha 

or the cnoange in of ss carried on by 


' example, 

"incur liability which would 

' Such a loss would adversely effect the F.D.1.C. because it would increase 

_ tao likelinood of an insurance loss. A change in the generai character of 
the business of a bank alters the risk undertaken by the ¥.D.tece TO PrO- 
tect itself from taking an undue risk of loss, the F.D.1.0. pronibits such 

' a change without its prior permission. 


Tne F.D.1-C. limits the rates of interest, or divide=ds paid by 

- gnsured non-menber banks on time, and savings deposits.93/ i2 CFR 329.3 

provides in pertinent part: 
No insured non-member bank shall pay interest on any 
time deposit or savings deposit in any manner, directly | 
or indirectly, or by any method, practice, or device 
whatsoever. « » at a rate of Snterest in excess of such 
applicable maximum rate as the Board of Directors ox the 
Fedoral Deposit Insurance Corporation shall set forth 
from time to time. ee 


| 
I 
Pursuant to this regulation, the Board of Directors has formulsted 
various maximum rates of interesvs dependizg upon the size or the deposits, 
and their maturity dates.9)/ These maximun rates are another netnod of 
insuring that the insured nks maintain contimed solvency, ard thus | 
ninimize the possibility that tha ¥.D.IeCe may have to expend ts funds to 
zeimburse depositors. 

fhe F.D.1I.C. has authority to approve or disapprove = decrease in: the 
capital ofa non-member insured yank.95/ Capital is of parvucular import- 
ance to the F.D.I.C. because it serves as 4 buffer between duposits and 
the risks imkexent in bank operations. As long as the bank's capital struc- 
ture is maintsined at an acceptable level, the dank can cortinue to neat 
its deposit obligation despite the normal amount of losses incurred in its 


xy iF Ck it 327 e3e 
91:/ See 22 CPX 329.6-7. | 


95/ Sugra, note 91. 


DoT E LODZ. “wuz ecucial ratio 13 capitnl to geposits, asd this tactic 
varies nccording to the quality of the bank's assets, am! ihe 
volstioility of its deposits, Tho F.D.1.C. also is empoxozed to approve 
or @isaposove (subject to state law) all proposed mergers betwean 

insured nonemember banks, and uninsured banks, Such mergers have a cirect 
effect of adequacy of capital, and thus are the subject of close scrutiny 
by the F.D.1.C. 


The most far reaching supervisory powers possessed by the FE.D.I.Ces 
are to (a} terminate the insurance at any insured, state dank waich has 
engaged, or is engaging in unsafe or unsound banking practices; {(b) 
issue cease and desist orders, both temporary and permanzat is to insured 
state banks engaging, or having engaged in such activitics; or <c) secure 
the disniseni of any director or officer of any insured -t..te baak who has 
by his persons? dishonesty committed aay violation of law, rule or regula= 
tion, or 3 finai coase ané desist order, or has participates in any 
unsound o> unsaze banking practices which have caused of will probably 
cause substantial financial loss or other damage to the vank or its 
depositorse 


UVasound and unsafe banking practices cover every phase of the opera= 
sions which have relevance to 2 pank*s continued liquidity and solvencye 
Relevant factors includes the following: 

(a) the bank*s internal systeu of controls; 

(b) the loan and discount policy; 

(e) the affairs of non-member affiliates; 


{é) the investwent policies of the bank; 


(CD) sher the bank is operating in accordance with appiicable 
federal and state law; 


(£> the managerial practices of. its airectors and officers; and 


(g) the operations of its trust. departments. 


These factors are the same a& those considered by the Comptzroiler (who is a 
menbder of the F.D.i.C. Boaré of Directors) and The Fed, ir. their supeare 
vision of national aad state merber Danks. 


Tao operations of a trust department is of particuiar interest to 
the F.0.7.C,. ‘The funetioning of a trust department has a Zireet effect 
on the solvency of the eatira bank because any Josses resulziag =rom its 
pismanagement wili aave to be reimbursed fron the capital of the bank. 
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2.2t 3.D.2.0, experience has iacieazed that losses Lacursvac froa tte | 
crust operations although less freccent than from other pauses of opsra- 
sion are yreater in amount than banks norwaily anticipate, The cenforseen 
tosses reduce the F.D,1.C.*s recovery in the event that it is obligated 
to reimburse insured depositors.96/ 
| 

When the Board of Directors determines that an unsafe or ansound | 
banking practice has occurred, or that feceral or state law, or an F.D,I.C, 
regulation has not been complied with, they immediately nozify (a) the! 
Comptroller in the case of a national bank; (b) The Fed, ia the case of a 
state mendar bank; or (c) the state supervisory agency in the case of otaer 
insured banks, of the practices which must be corrected, A duplicate copy 
of this notice is submitted to the offending bank.97/ ‘ie bank is poruitted 
120 days (ia some cases, a shorter period is allotted)93/ zo make tha | 
necessary changes voluntarily, If the offending bank does not act withia 
this time period, the board of directors is empowered to commence Prom 
ceedings to terminate the bank*s insured status, 


The Board issues a notice of intention to terminate tae dank*s eeeee 

ia which it fixes a time and place for a hearing (before it or a designee) 
to determine whether there has in fact been any wrongdoing.$9/ If the! 
Board reaches an affirmative conclusion, then the F.D.i.c. way terninate 
the insured status of the bank, In the event that the iasured status of a 
bank is terminated, each depositor continues to be insured for an additional 
tuo years, and the "pank in question must continue to pay to the F-D.T.C. 

ts assessments during this period,200/ 


Ia addition to terminating an insured bank*®s membersnip in the F,. D.I.Ce, 
the Board of Directors and the other federal banking agencies are also 
empowered to issue cease and desist orders where there is ceasonable cause 
to believe that an insured bank is engaging, has engaged, or is about to 
engage in an unsafe or unsound banking practice, violate icderal or state 
law, ete, A notice of the charge is issued by the appropriate agency, | and 
setved upon the bank in question, This notice contains 2 statement of the 
facts constituting the alleged violation, or unsafe practice, and fixes a 

| 


957 Supra, note 183, pe 9. 


Tae Federal Deposit Insurance Act, Section 8(a). 
ike A shorter period is given where the Board of Directors detarnines 
zat the iasurance risk to che F.D.I.C. is unduly jeoparcized, The 
Se The Fed, and the state supervisory auttorities are also 
empowered to eae for a shorter time period. | 
99/ Ibid, 


190/ Idid. 


slaw am place. at welch a heariag will be neid to deters wrether the 
cease ané desust order shall de issued, This hearing caatet te asid 
less than 30 gays, sor later! than 60 days after tne service or this 
nutice unless an eariier or later date is set dy the agency at tac ren 
quest of the bank,i01/ This’ hearing appears to be separate anc distinet 
from the hearing to determine whether a bank’s insured status should de 
terminated; however, the procedure followed is basically identical.102/ 
If the hearing results in an affirmative finding, a cease anc desist ore 
der can be issued in either a mandatory or prohibitory forn,303/ 


If the violation, threatened violation, or unsafe or unscund bank= 
Lag practices are likely to cause (a) insolvency; &) a sepetantial 
dissipation of the assets or earnings of a bank; (ce) other serious pre= 
judice to the interests of the depositors, the agency may tLesve a tennorary 
cease ana desist order, ‘The order becomes exfective upon sexvice upon 
a dank, and uniess it is set aside, limited, or suspended by & court, | 
renains effective and enforceable pending the completion ct the udminis- 
trative procecdings necessary to obtain a peruanent cease anc desist 
order,i0h/ The offending bank nay apply to the appropriate United States 
District Court Zor an injunction setting aside, limiting, or eusrendiag 
this order within ten days after it has been served, 105/ This temporary 
order is enforced by injunction.106/ 


A @irector of an insured bank is suoject to renoval i* by his own 
parsonal dishonesty he has participated in an unsafe or «nsound banking 
nractice, vielation o2 federal or state law or a final cease and desist 
order, or has engaged in any act, omission, or practice which constitutes 
a preach of his fiduciary duty which would cause a substantial financial 
loss, or othar damage to the bank or its depositors, The orocedure by which 
the offending director is renoved is similar to that governing the termina- 
tion of the insured status of an F.D.1.C. bank, It incluées the adequate 
notice of the intention to remove, a full hearing before the appropriate 
Federal agency, and the right to jadicial review of the final hearing 
deteruination,i97/ 


JG1/ eeceral Deposit Insuzance Act, Section 3(b}(2). 


162/ The requirements of adequate notice, hearing before the appropriate 
agencies, formal findings of fact, and judicial review govera both 
types of hearings. 


303/ Supra, aote 101, 

104/ Peceral Heposit Insurance Act, Section 8{c)(1). 

285/ Tole. See 8{c) (2). 

3GC/ Eid, 

i07/ federal Deposit Insurance Act, Section S(e)(1) et “36 
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Se wd URCoCemERt Powers, the power to tersinate PF... 2.6. insuranes, 
tre power te insue cease aad desist orders, anc the powes :o rauove a | 
dureetor for cause, constitute « vital portion of the ovesiil supervisory 
selene exercised by the F.D.I.c., and the other federal basking aceneias 
over insured banks, They permit these agencies to obtain the inmeciate 
correction of any practices, or violations which effect tue present or 
prospective solvency or liquidity of these banks, 


The two basic methods used by the F.D.I.C. to deteruine whether 
unsafe and unsoune banking practices, violations of fedexai or state law, 
ete, have occurred throuth (a) requiring periodic reports of condition, 
and (b) conducting periodic surprise examinations of insurc. banks. The 
Y.D.I.c, requizes reports, and conducts examinations only in tne case ot 
fnsured, nonenenber state banks, Nationai banks submit ceports to, ang 
are examined ty the Comptroller; state member banks subait retorts to, 
and are examined by he Fed. These agencies submit the serorts of contig 
tion and the dank examination results to the F.D.I.C. for theiz study .208/ 


Tae vericdte reports of condition serve two basic functions, They 
ave used to Getermine the amount that each instred bank <s to o¢ assessed 
gach year to maintain the F.D.1.C, insurance reserve. Tacy also provide 
the F.D.1,C, with information upon which it can determine whether the ine 
sured dank is operating in a proper manner, 

Tne reports of condition required by the F.D.I.C, are similar to 
those mandated by the Comptroller, and The Fed, Section 7{a) of the | 
Federal Deposit Insurance Act provices in pertinent part: 


(i) Sach insured State nonenember dank (exce>t a 
District bank) shall uake to the Corporation rsn-rts 
of condition which shall be in such form and siiali 
conta“n such iaformation as the Board of Directors 
wav requirc, Such reports shati be made to the 
Corporation on the dates selected as provided -i 
parageaph (3) of this subsection and the deposit 
liabilities shall be reported therein in accorcance 
with and pursuent to paragraphs (4) and (5S) of tuis 
subsection, The Board o2 Directors may ¢all for cudiKn 
tionai reports of condition on dates to be fixed by 
it and may call for such other reports as the Zoarc 
may from time to time require, The Board of Directors 
may require reports of condition to be published in 
such manner, net: inconsistent with any app}<cahte tiv, 
as §t may direet, E&vory such bank which fails te wake 
or publish any such report within ten days shalt “e 
subject to a penalty of not nore than 3100 loz each 
day o€ such failure recoverable by the Corporation 
for its use, 


Dad, Section 7(a)(2). 


Section 7{a}(3) requires that insurcé banks submit Jo.v ciporte of 
condition yeatiy, two in each six month period, The Nat-sial banis, cad 
State meudsr banks submit these reports to the Comptrolivs, and The Fed, 
sespectively, with the precise cali dates dotermined by tazse latter 
agencies, However, the call dates for all insured banks nast de the 
Same, Each of these reports contains a deciaration by the president, 

a viceepresident, the cashier, the treasurer, or other designated ofzicial @109/ 
that the report is true and correct to the best of his beiiet,110/ The 
correctness of said report of condition shall be attested by tho he sige 

natures of at least three directors or trustees ,111/ with a declaratioa 

that the report has been examined by them and to the best of their know. 

ledge and belief is true and correct.112/ These attestazion requirements 

are similar to those required of plan administrators by ths WIPDA, 


The contents of these reports are to include (a) the total anount 
of lisbility of the bank for deposits; (b) the amount of trust funds held 
in the baak’s trust department with the reporting bank kaaos segregated 
and apart. from its general assets; (c) any change which occurs in the 
voting in the bank; and (d) any loan or loans which are secured by 25 
percent or more of the outstanding noting stock of an insured bank (with 
two exceptions113/). There is no statutory requirenent chat thase reports 
de publisaed in @ local newspaper, but it appears that tac F.U.1.C, rem 
quires such publication, 


The most important supervisory function performed by the F.D.I.C. is 
the periodic surprise examination of state nonemeaber insured banks, 
National banks are exanined by the Comptroller and state wewber banks by 
The Fed,, and in each case, these agencies submit copies cf their exanina= 
tion reports to the F.D.1.C, for thoir study, The federal Deposit Insurance 
Act empowers the F.D.I.C, to examine (a) any state non-nexdur bank making 
application to become an insured bank; and (c) any closed insured bank, 
whenaver the Board of Directors deems that such an cxamicscior is necessaryeil4/ 
In addition to the above! examinations, thease examiners ziso have che 
power to nake special examinations of any state member bar.« end aay national 
banc or District bank, whenever this is deemed necessary to determine the 


057 The Board of Directors, or Trustees of the reportin.:; baal are enpowered 
to cesignate an appropriate officer to make the decizration, 
310/ Federal Deposit Insurance Act. Section 7(2)(3). 


il1/ Waere there are not) wore than three directors or trustees, at least 
two must attest to the correctness of taese reports. 


312/ Supra, note 110, 


213/ Federal Deposit Insurance Act, Section 7(a)(4), j(1) and (2), 


134/ Federal Deposit Insurance Act, Section 10(b). 
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condition of this Dank for Lasurance PUEPOSOSe15/ Ta evsceeting the | 
oxcminstion of insurcd backs, exaniaers ere empowered to scrutinize the 
azfairs of affiliates of insured banks, in such detail as is necessary) 
to disclose fully the relations between them.116/ | 


The examination power is farereaching, extending to all affairs of 
the insured bank, and its afZiliates that are necessary to fully dise | 
close the financial condition of the institution being exanined, Tt 
includes scrutiny of the cash, collateral, and all negotiable securities 
held in the bank; all loans made and discounts given; incernal controls 
employed by the bank; and scrutiny of the bank*s notes for their genuinee 
ness, The F.D.1.C, utilizes the examination procedure to ercourage banks 
to acopt an adequate program of internal controls, specifically an CEASERS 
audit program,]17/ 


Ia general, the F.D.I.C, examinations seek to determine the quality 
of assets, quality of management, adequacy of capital, aad whether the) 
bank is being operated according to applicable laws and sezuiations, | 
Subsequent to the exanination, the oxaminer files a report specifying | | 
ia detail the areas in which thore are unsafe or unsound practices, or 
violations of applicable laws o> regulations to the supervisory examinar 
of the district in question (the supervisory examiner forwards tha 
report to the Board of Directors with his recommendation». The bank 
examiner discusses the unsatisfactory practices with the bank's manage+ 
ment informally, and attempts to obtain corrective action, If these 
practices are not altered as a result of this procedure, tac F.9.1.C, 
has authority to comsence proceecings for the involuntary ceraination | 
of the bank’s deposit insurance (as discussed in detail previcusly). | 


Too trast departments of state non=member banks are exaunined by the 
¥.D.I.C, as a separate entity by examiners specifically trained for this 
purpose, The trust departwents are primarily regulated by the states; 
however, the F.D.I.C. has general guidelines as to how a trust dopartuent 
is to be operated which are basically the same as those iuposed by The | 
Fed,, aad the Comptroller, Those examinations are geareé to éetermine 
(a) whether the trust department is operating according to fe¢eral or | 
state law; (b) whether the books and records are completa aad up to date; 
(c) whether selected fiduciary accounts are being managed vroperly; a 


Tis7” ibid. 
116/ Irie. 


117/ Supra, note 5 at p, 51, 


tel waeiaus che trust departaeat is functioniag in accocu. st y2TR 
accepted Siauciary standards, The results of these trusc «xamiactions 

exe iaciuded in the cxamiaation veports of ths insured baacs, Any 
violations or unsound practices discovered are handied in che sane 

manner as those in any other dank department, through inrorzal discussion, 
and if necessary, the commencement of formal proceedings to terninate its 
insured status, 


The F.D.I.C. as an additional safeguard against a depietion of dank 
assets, requires adequate fidelity bonding of all insured vanks.1:8/ 
12 U.S.C, 1828 provides in pertinent part: ona 


(e> ‘The P.D.I.C, may require any insured dank t> 
provice protection and indemnity against burglary, 
dofalcation snd other similar insurable losses, In 
the event that any insured bank refuses to comply with 
such a requirement, the F.D.1.C, may contract “o> such 
protection and indemnity and add the cost therco= to 
the assessment otherwise payable by such banks, 


The ?.D.1.C,. reviews the adequacy of fidelity coverage as a part 
of eacia bank examination, It adopts, as a general guideline for covere 
age, the mininus standards formulated by the American Bankers Association 
Insurances and Protective Committee,119/ and modifies these anounts ia 
accordanse with its own views as to the proper bonding anounts for parti= 
cular bankse 


The Zederai banking egencies provide three distinct fozzs of pro= 

tection against loss for welfare or pension funds entrusteS to the care 
of a covered bank, Every federally reguiated bank is required to gala- 
tain fidelity coverage waich is adequate, in view of the particular factora 
effecting the bank, to cover ordinary losses, In additisna, the F.D.I.C. 
iasures all deposit accounts and aii uninvastee trust fuad: for up to 
$15,000 per depositor (or deneficiary). Finally, federal stpervision is 
geared to maintaining the banks in a sufficiently solvent condition to be 

te to meet its obligations, including losses which are act covered by the 
fidelity bonds, or F.D.I.C. insurance, 


18/7 Ail national and state cember banks are insured by tha F.D.i.C, and are 

~—— thus required to be adequately bonded in accordance with its regulsticns. 
Tac actual bonding atounts are controlled by the Corptrel ter and The Fad, 
respectively, As of December 3, 1966, 13,273 of 24,291 comuorcial banks 
were insured by F.D.I.C, aad therefore required to te adequately bonded, 
See F.D.I,C. Annual Report for 1966, Table 103, pe. i32 (See Sxhidit Awi). 


119/ See note 48 and Exhibit No, A~8 for enumeration of these standards, 


| 
3S. Sasic Minimum Eond Coverages of the Acerican Eanke>s‘ Associetioa 
| 
Tie american Bankers" Association (hereinafter referred to as the | 
A.BeA.) Insurance and Protective Committee has formulated 2 tadie of 
| suggested amounts of adequate bonding coverage which provices as follows; 


Amounts of Blanket Bond Coverage | 


Banks with Suggested io 
Group Deposits of cf Amounts 


Less than $750,000 $25,200 to $50,000 
$750,000 to $1,500,000 50,500 to | 75,060 
1,500,000 to 2,000,000 73,900 to | 90,060 
2,000,000 to 3,000,000 93,200 to 126,060 
3,000,000 to 126,960 '150,0C0 
5,000,000 to 155,000 to 175,600 
7,5C0,000 to - 200,600 
10,000,000 to 250,000 
15,000,000 s c to 300,600 
20,000,000. to to 356,000 
25,000,000 to to 450,000 
35,000,006 to to 550,600 
50,000,000 to 3 to 700,003 
75,000,000 to 706,000 to $50,000 
100,000,000 to 150,000,000 850,0CO to 1,260,600 
150,000,000 to 250,000,000 1,200,600 to 2,700,000 
250,000,600 to 500,000,000 1,700,9C0 to 2,500,000 
500,000,000 to 1,000,000, 000 2,506,000 to 4 060,000 
1,000,000,000 to 2,000,000,000 4,000,009 to 6,000,000 
Over $2,000,000,000 6,00G,0CO and up 


woaonrtanwnruwnr 


Experience has shown that losses in excess of the above suggested | 
amouats almost invariably are the result of infidelity, Tacrefore, the 
Insurance and Protective Committee recommends that the buarcs of directors 
of ail banks seriously consider supplementing bankers blac.ket donds with 
$1 million excess employee dishonesty insurance (sec p. +€). 120/ 


Tae Committee specifically states that the table cozstitutes a basic 
guide, and that each bank should carefully anulyze its cws exposute to | 
loss when determining the amount of coverage that it should carryel2i/'! 


| 
120/ Digest of Bank Insurance, The Americen Bankers* Asscciazion Lasarance 
anc Protective Commictee p. 49, Exhibit No, A@W-8 consists of this tebe, 
ana additional charts which indicate the bonding ceveruzge in each group in 
19S$; a list of the different forms of bank insurance; and the principas 
ditferences in different types of blanket bond coveragc. 


121/ Ibid. pe 48. 


“4G, utiiives it as a coneral geide, aad the Co lmcolsver ani Tac 
. appr. to graat it great weight in the Cetormiancion of what 
Cuastitutes acequate bonding coverage, 


Fully acequate coverage means i00 percent insurance on the larv~est 
mount that a defaulting dank officer or employee may steil or exdezzlc.i22/ 
Yhis amount is difficult to determine, particularly in the case of ionge 
concealed dishonesty losses which can reach catastrophic amounts, Taere 
is ao fixed or absolutely reliable yardstick for measuring. a truly adequate 
emount of blankat bond coverage even among banks of simiiir size groups, 
However, there ig a reasonable basis upon which a somewhct reiiable trbie 
cao be formulated, 


It has been determined that most bank deZaleations irvoive direct 
cx indirect taafpulation of Geposit accounts,i23/ Accordingiy, tho A.B.A. 
BAS acoptec t.e total deposits of commercial banks as an coorepriate atande 
ztd upon whica to base susgested anounts of bankers*® dlankat bond coverage. 
Vhese tigures <hevefore are only iatended to represent recsouable anourts 
for the majority of the Sanke ia each depositesize group in view of the 
present conditions in bank operations, There is a recogaitior taat the 
operation of sone banks could warraat carrying lower amouncs while ia other 
cases, sudstantially higher amounts shoule be carried, 


‘Thaese Dozic smounts are effected by the following kinds cf Zactors, 
Uausually large amounts of cash on hand, or volumes of cwrac, collateral, 
trust, or save%seping securities on the premises in comperisor wita the 
tetas bans ésposits, would merit dianket bonds in higher saounts,124/ Tae 
acscuacy of internal controls aad auditing procedures are of vital ispertance 
is the determination of bonding amounts. in banks where cucits by ince- 
Pendent sccouatants are not made periodically or where the sccope of Laternal 
procecures is iimitad, higher amouats of bond coverage, or excess employee 
dishonesty insurance should be considered,125/ 


iii/ “is Your financial Blanket Bond Coverage Adequate", iestec A. Pratt, 
Reprinted from Banking (American Bankers* Association, June, 2964) 
Pe 2 of reprint, A copy of this reprint is submitted as Sxhidit No. 
Ae@WwiS, 

122/ Ibid, 

125/ Supra, note i21, 


125/ Tid, 


‘tne uaggested cenge 2a anounts is intanded to aDly uw. vac BLO.2c:| 
or ceposits in cach group, Banke possessiays deposits civs. to tho low 
Sapere in the deposit group shouid use the lower amount is Caeir Desic 
guide, while those with Geposite nesr the upper linit shoalé u:ilize the 
higher limit, In addition, it is suggested that newly orgaaized banks 
cbtain blanket bond coverage in amounts at least 50 percea: hisher than thoso 
suggested by the A.BA.126/ | 

| 

Despite relatively effective internal controls and audit >rocedures, 
banks of all sizes are sudject to incurring a single large cudsszlement loss, 
This type of loss is exceptional and no reasonable formuiazion of suggested 
auounts of bond coverage can da expected to be adequate, ‘So cover this type 
of loss, the A.B.A. and the tarce federal agencies urge tasz baaxs odtaia 
excess employee dishonesty insurance.127/ At present, thoxve docs not | 
appear to be a federal requirement that such coverage be ovtainrcd, However, 
as a matter of practice all but about 20 national banks, out oZ a totai of 
about 4,800, maintain the excess employee liability coverages in $i aillion 
denominations, An excess employoe liability bond is one wich covers | internal 
losses, dishonest acts of officers and euployoes, which re-ult in a loss 
excecding the amount provided for in the ordinary blanket 20nd, it is 
usuaily issued in denominations of $1 miilion, with the exception that 
banks with deposits of $1 million or less can obtain suca covecage ia! the 
amount of $500,000,128/ | 
| 

Case histories have revealed that ewbezzlement losses oF tie propore 
tions which necessitate such coverage are usually perpetrated by banks 
officials or employecs that have full controi of their baaks* operations 
or of specific operations in which their dishonest acts are concealed, This 
nakes it exceedingly difficuit.to discover such losses atc iacreases che 
importance of maintaining excess covoragse In addiction to excess liadility 
coverage in general, a bank may obtain excess securities coverage which 
would aspiy co losses of inordiaately large amounts of securities kept on 
bank premises, 

The basic thone which pervades the A.B.4. foraulaticr o= acequate 
fidelity bonding is that it is better to be safe and maintain a aish degree 
o2 coverage, than sorry, Thouga the A.BA. Coes not specificzily articulate 
this position, it is inherent in A.3.A,°s edvocacy of excess liability 
coverage, and primary bonds in amouats exceeding those recomended ia the 


T757 sinest of Bank Insurance, Pe 50. 
1u7/ Toid. 


228/ Dicest of Banc Insurance, Supra, note 119, Pe 47. 
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Dideiae tre canges that a loss will ocerr, Torzse teasure.: acc intended 
te be uciliced in conjunction with adequate doading, not i. ilwa of it, 
This two=pronged system of protection, adcquate bonding plus scrict prom 
tective measures, is a basic ingrecient in the federal biakiag agencies’ 
supervision of banks subject to their control, 
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Ii, witle Of STATES SUPERVISION CF BANICNG INSTITUTIONS 


Nhe exemption from bonding for oanks and wrest cempe.ciuy In 29 Gok 
LSk.(e) (2) was granved on the basis of the degree of supervision walch 
is exercised over such institutions by state as weli as wu2is. azeacies, 
This section contains a discussion of the regulatory devices utiLized oy 
the states with respect to banks and trust companies faliiog witinia treir 
jurisdictions. 


A. General Characteristics 
1. Structure of State Regulatory Mectanisms 


Ali 51 statesl29/ have enacted legislation aimed at stoervisinz and 
regulating banks.150/ A 196k survey showed that supervisioa was cavzied 
out by independent banking departments in 30 states while in 22 states 
the banking department was part of another broader agenc:;; such as who 
Department of Commerce, Department of Banking and Insurance ana the 1iku.23i/ 
in adcition to commercial banks, trust companies ané mutual svings bancs, 
some of tae darnking depertnents also supervise non-bank flaancial institu- 
tions, The scope of supervisory authority varies widely, zanzing fron 
Ohio's banking departmen’ which has no supervision over son-bank iastitu- 
tions to the banking department of New Jersey, which supervises credit 
unions, personal loan companies, sales finance companies, saviags ané loan 
associavions, smail loan companies, cemetary associations, s.o1ey renitters, 
checs cashiers, home improvement companies, motor vehicle inszailment sellers, 
insurance companies, real esvate commissions and busines3 cevslopment coxpo- 
rations, .32/ 


In response to a question es to whethes the funds avallsbie to his 
deperument were adequate, 19 banking supervisors answercd affirmtive_y. 
2), susecvisors replied that their funds wave not adequate and 8 cid not 
respond at 212,133/ Even assuming that these latter woul. tave respoaded 


For purposes ox section, states includes ta> Coxmonwealth of 
Puerto Rico, The Districs of Colunbia is not incluced Secause its 
Daaks are supexvised by the Comptroiler of the Currency, 


120/ as of 1964 there were a total of 71 private banks i: tae United Staves 
wnien ave supervised by neither State nor Federal azencies. These 
baaks are in Georgia (5l); Texas (10), and Iowa (7), and are not exemoted 
from the WPPDA bonding requivement by 29 CFR 46k.i/2)(1). "State Sonk- 
ing," Ninth Quingquennial Sasa State Bank Divisions, Aserican Bankers 


Association, Wash., D. C., 
as Exhibit No, A-10. 


> Part I, po hk. This survey is submitted 


23, Sey Paxs I; Pe 2. 
132/ i4,, Part I, p. he 


133/ I6., Port I, pe TA 


Soe ne where woule still be Sper cae. Ng 1/2 the cate wht. fF 
; deraviments claiming to hzve inadequate fu 3556 aU ME ckY Oe assez: WO URS 
pees wncerfunced banking cepartments canaovy perform theiv seguatorys missions 
properiy. On the other hand, it must be remexbered that we responéeats wee 
heads ox departments who might answer the question in the negavive no matter 
how adequate their budgets were. Moveover, even assuming shat fundinz in a 
given cepartment is inadequate, it does not necessarily follow that the 
department's supervisory functions are impaized, | 
Banking Boards are found in 28 states. The numbers on tre boards wange 
fron 3 to 11, but over 3/4 of tho states having boards limit maabership to 
7 merbers or less. Statutory powers range from acvisory respoasivilities 
to specific powers such as approving applications Zor charvers and branches. 
i2 virtually all cases the members of the board are electe: officials or 
are appointec by the State Governor. Membership is confiasd mostly to| 
bankers or persons with banking experience, but in only 14 states is the 
banking Szpervisor a member, Qualifications for memberanis range from! none 
Zor such states as Maryland, Mississippi, Pennsylvania and Texas to the 
detailed requirements in Alabama and Missouri.,13h/ | 
| 
he State Banking Supervisor is appointed by the Goveraor in 0 states, 
electeé in one state and appointed by an official (such as the Director of 
the Department of eR or a body (such as the Bankirs Board) in 16 
svates.i35/ In all but 9 states the supervisor mst be covered by < strety 
bond. Common statutory cualifications include U. S. Citizenship (26 states), 
and previous banking experience (27 states), 31 states heve conflice of 
interest provisions of varying strength. Terms of office vange trom the 
pleasure of the appointing official to lifetenure, dut ) years is a cohrion 
termei36/ i 
| 
Bank examiners and assistant examiners are selected o:- Civii Servite 
Commissions on the basis of exanination scores in 27 states. In the other 
2k, states the Supervisor commonly has sole authority to selec and appoint 
examiners. Common indicia for measuring the adequacy of examiner work) 
forces are the number of dank offices per examiner and the assets per | 
examiner. On the basis of these and other indicia, 31 supervisors reposted 
that their staffs were inadequate in 1964, For instence, the mecian number 
of offices per examiner is 13, but 19 states reported 15 or more offices 
! 
Oh EET ee Dy ES S qualifications as as Zoliows: The 
sux merkers must be persons of good character. Four acsoers must have 
had at least 5 years expexionce in the 10 years nace preceeding their 
apoointrent to the banking board as either an officzr cr director of 
a danic, or an examiner or other officer in a Federal or State babkk 
susexrvisory agency. Three of tae members during whe time they noid 
orfice mast be connected to a bank doing business unccr the Laws of 
the State of Alabama, Id., Part I; Pe li. { 


135/ Id., Part I, pp. 16-17. 


ao6/ Ic., Part I, pp. 16-26, 


TS 2 ol ia Ere} 


den ..3i¢0s sir 

Soe ucr suis Tor taciz 
inadilivy to attract and retain competent staffs.i38/ i2 stazes ree 

quire fidelity bonding of examiners; $10,006 is the mos~ coxmon amount.139/ 


2. Examinations and Reports 


In 1963, the nation's 8,967 state commercial banks were subject to 
9,851 regular and 85 special examinations by state agencies, ‘ia addivion, 
there were 658 investigations of new banks and branches.U:C/ All states 
save a suatutory requirexent that state banks do examined regalariy. Ui / 
in 36 states, at least one examination per bank is requix2¢ each year; 
an 12 states the number is 2; one state requires 2 each JMY and a halt 
and in 2 states the number is left to the discretion of tne Supezvisos. 
in aporacimately one-half the states, it is common practice to accept 
exaninations by the F.D.I.C. or by a Federal Reserve Bank inlieu of one 
os the required state examinations. This is especially trre among those 
States waick by statute are required to examine twice a yser.ly2/ 


Is addition to regular exarrinations, all state bankiar author:.ties 
cali for reports at unannounced, irregular intervais. Th2se "“calis" are 
vequired by statute in 38 states, but even among those states wheve they 
are not a statutory requirement, calls are invariably rade. 31 states 
nexe & calis annualiy, 6 states make 3 and 12 states maxe two, /:8 ststes 
aave adopted the uniform call report (a joint product of tre tasce Feceral 
agencies anc the Interagency and Uniform Reports Committee of sha Naticnal 
Association of Supervisors of State Banks).23/ Finally, ail states re- 
quire banks to file at least one report of income and divicerds annuaily. 1), / 


ST is-, vars, pp. 2, OK, and 30. 


238/ Id., Part I, p. 31; 3h supervisors also reported <h:i their examiners 
~~  Séceive a travel allowance below that given to F.0.2.C. examiners. 


39/ id., Pare Zs Pe 36. 
uo/ Id., Part I, pe 39 


ibi/ ic., Part I, p. 38 Exhibit No. A-1l, infra, note idl, lists statutory 
Citations to all state examination requirements, 


u32/ Terie. 
U2z/ ié., Pars I, p. hO. 
Uss/ ikie. 


2, Recuicemeats for New Banks 

ALL staves except one have statutory minimun capital. segucerents | 
rien muss ve met before a new bank is allowed to engage +2 business. | 
The amount reouired varies according to the population c2 the area tie 
bank expects to serve; the minimum amount required ranging 2rom $16,000.00 
to $200,000.00. In addition to the minimun capital requirement, 37 states 
require & paid-in surplus (usually 20%) before the bank can begin oper- 
ation, Chartering authority lies with the supervisor in most states and 
with the Banking Board in the remainder, In nearly all states the charter= 
ing authority has discretion to grant or deny charters ¢ven where the ; 
statutory miniza are met, The principal staadards are community need, 
management capabilities and capital structure. fhe authorities comnonly 
require a greater capitalization than the statutory miniaam, All but igi 
states also require, by statute or policy, that a newly chartered bank 
secuve deposit insurance before opening for business.145/ Comparing state 
chartering requirements with chartering requirements Yor sationsal banks, 
h5 supexvisors indicated that their states’ standards were equally or’ more 
regorous than federal standards. 


hk. Reserve Requirements | 
| 
50 states have statutory reserve requirements, Almcst all of these 
states differentiate between demand deposits (required cercentage varies 
from 7 to 30, 12 to 15 being commonest) and time and savings ceposits' 
(from 3 to 20 percent, but commonly between ), and 8 percent).146/ 


5. checking Unsound Practices; Removal of Officers | 


All state authorities have power to check unsound practices; in 38 
states this power extends to the removal of officers. 31 stete statutes 
require an internal audit annually by or for the bank's toazc of directors. 
Most supervisors will accept an audit by licensed public acccurtants in 
Zieu of an exanination by the directors. 31 supervisors require, by rule 
or regulation, that all bank employees vacation annually, usually for a 
minimam of two weeks.1)7/ i 


6. Trust Departments 


On the average, about 22 percent of ail state commerciai banks exexcise 
some trust powers. Over 3/4 of these banks, however, have trust assets of 


$5 million or less, The remaining quarter of the banks, as might be expected, 
are in those states having large commercial and industriai establisiments .16/ 


— 


1s6/ id, Part I, pe 536 | 
1n7/ ids, Part I, pps SU-55. | 
1:8/ California, Connecticut, Delaware, Florida, Illinois, sassackusotcs, 
—— Yew Jersey, New York, Ohio and Pennsylvania are tac bulk of these. 


id., Part I, pp. 60-61. | 
«~k6« 


Wot GL Ceses, The states asinine timse depareacet> won sac ste 

. oY GkSTine coanercial departaenss. 10 swucs Neve 2 
Guvote TUil time to trust departzents.ih°/ 56 scates include 
in thelr exznination report forms special trust depart.reat sections » dbus 
only i states publish data concerning trust departments in their annual 
reports.150/ 


7- Bonding; Fidelity Insurance 


Ail but a handful of states require or authorize fidelity bondinz 
of officers and fund handling employees by statute, lovever, the states 
have chosen a variety of ways to express the requiremens., 21 sictes re- 
Guire that a baux’s board of cirectors arrange for fidslityici/ bonding 
of officers and fund-handling employees. Such bond is s best to the 
aporovai of the state's banxing authority.152/ In 3 additional states15?7/ 
whe banicing authority is requires by stavute to fix the emouat of the Sond. 
in i5 states,i5u/ the board of directors is required to »rocazte boncs cover-= 
lag officers End fund-handling employees, In these Jurisdictions > taece 
<S 20 requirement that the bond forms and amounts be aporeved by the state 
authorities, It is noted, however, that the American Baxxer's Associatioa 


27 CoaneceL Cav, Maryland, Nerth Carolina » Pennsyivanin, Wisconsin, Cali- 
fornia, Tiinois, Towa, Massachusetts, and Ohio, “he first five o- 
these orovide specialized training for trust exaniners, as do Haine, 
New York and Washington, Id., Part I, pp. 60-62. 


Cealizernia, Connecticut, Iilinois, Maine, Massachusetts » Michigan, 
Missouri, New damoshire, Ohio, Oregon, Pennsylvar.ia, Rhode Island, 
Washington, and West Virginia. Id., Part I, p. 62, 


In a few cases the statute requires a faithful Gizcaarye bond, which 
aS nosed above, gives wider coverage than a fidelizs bond. See 
Exhibit No. A-11, containing a compilation of all zcute boading re- 
Qirenents. 


ia most cases, the bond must be aporoved by the tarizag: superintend= 
ent; in a few states, by the banking board. Several of tnaese statutes 
euthorize the superintendent or ban‘cing board to regeive a Sone of a 
Gigher amount than the directors have procured » dat even in those 
states which do nct explicitly authorize such acticn, < failure to 
grant approval would have tae same effect. The 22 states in thic 
category are Alabama, Arizona, Georgia, Idaho, Incisna, Kaasas, Maine, 
Misnesota, Mississippi, Montana, New Mexico, North Carclina, Worth 
Daxov:, Ohio, Oklahoma, Peansylvania, South Dakots, Tennessee, Utah, 
Virginia and Washington, Vermont has such a requirement as regards 
the bank's treasurer only. 


Colorado, Nebraska, and New Hampshire, 


4cxansas, Connecticut, Iowa, Louisiana, Kentucky, Michigan, Misscuri, 


Nevada, New Jersey, Puerto Rico, South Caroling, West Virginic: and 
Wisconsin, 
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| 
Of the remaining 6 states, Tllinois and Oregon recvire wast any benk 

cr trust company hoiding funds in trust must deposit wita a state suthority 
high grade securities in an amount specified by the stovate.157/ Cali- 
fornia, Rhode Island and Massachusetts have similar requirerents tor! trust 
companies only.15&/ Delaware, by statute, puts a lien os. the capital svock, 
surpivs and other property of a trust company aalding these assets specially 
and orinarily liable for obligations of the trust company while it is acting 
in a trast or fiduciary capacity.159/ 


B. CONCLUSION | 
.| 


IS will taus be noted that 37 of the 51 states require toreling oy 
statute. & more states provide for bonding at the discr 
ing sutherity. 
s stion zs 
2 


possicle that these states provide for bonding by rezrinvion. 


®here is a qualitative aspect to tie "other bonding ; iwangements" 
criteria, Although specific statistics are not avaiicble on tnis point, 
it is believed that virtually ali state banks comply wita the minimvh 
bond amounts suggested by the American Banker's Association.i60/ It is 


RLDL& NO. AnUe 


huaska, Eawali, Merylard, New York, Texas, Vermox. {oifiserg and en- 


pLoyees ctucr than the treasurer) and Wyoming, =: New York and Siorida 
the board of directors is given authority. 


| 
“n TMLinois, not iess thar. $50,000; in Oregon, an aroaumt equcy co we 
amount held in trust which is not insured by F.3.2.C. 


See Exhibit No. A-1l. 
See Exhibit No, A-ll. 


See Exhibit No. A-8, 


eee 
be AOOOTGIL NY 2562 Disses, tare 

7 MS With operating crust devartments waicn * 
oy tag F.D.2.C.162/ Taas, ail che figures cbeve Pelavin, vo bonding 
requirements in tie various staves are applicable only tc these 175 
banks, since we are concerned only with barks which have trust desartrents 
and waicn are not regulated by any of the federal agencies, It mast also 
ve remembered that of over 14,000 banks in the United Staiss in 1966, only 
one which was not insured by F.D.I.C. failed and was unabie to meet its cdli-g 
zations.162/ One final fact is that in more than 10 years experience under 
the WPDA, there have been no knowa losses to plan participarts or bene- 
Yiciaries due to bank failure, or defalcation or frauds by banks and trust 
department personnel, 


TmL/ Comparavive heft {ons or rinancial Institutions, Subcommistee Frint, 
Conmittee on Domestic Finance, House Committee on Ranking anc Curreucy, 
88th Cong. U. S. Government Printing Office, 1963, “eble 3, p. 260. 


162/ See Exhibit No, A-1, F.D.I.C. Annual Report, Table 121, p. ith, 
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IMSS TMENT AP, 


A, Geasral View of the Act, 


The Investment Adviser’s Act l63/ was passed in 1940 after a report 
by the Secorities and Exchange Comission and other research caused 
Congress to fiad “that investment advisers are of national concern, in 
that, amoag other things -< 


(1) their advice, counsel, publications, writings onalyszs, ané 
veports cre furnished anc aistriduted, and thoir contraccs, svoseriptiicn 
asreoments, and other arrangements with ciients are negotiated and pez— 
formed, dy the use of the mails and means and instrumentclities of iater= 
State comzerce; 


(2) rheir advice, counsel, publications, writings, ana:yses, and 
reports customarily relate to the purchase and sale of securities traded 
on national securities exchanges and in interstate overe=>ceccunter 
qarkets, securities issued by companies engageé in business in interstate 
commerce, and securities issued by national banks and mecdsr banks of the 
Federal Reserve Systen; and 

(3) the foregoing transactions eccur in such volume is sudstantially 
to affect interstate commerce, national securities exchanges, add other 
securities markets, the national banking system and the cational econony.164/ 


The ivted, was the last of a series of important measures csesizgnec to 
reguiate che securities field, It was sigaee into isw sincitanccusly with 
the Investment Company Act of 1940; 3365/ Doth acts were a logieni extension 
of federal reyulatory power which had been establisaed by rho Securitic 

Act of 1933/.56/ ane the Securities Exchange Act of 1830,3°7/ The BX. 
is admiaistered by the Securities and Exchange Commissio-,:°5/ 


The Ia, defines an investment adviser as: 


any person whe, for compensation, engages in the 
business of advising others, either directly or 
through publications or writings, as to the vaiu- 


637 Act of August 22, 1940, Ch, 686, Title II, section 201, SG Stat, 347, 
15 U.S.C, SOb9el et SEGe» hereinafter referred to as the IgA.A. Sud—= 
nitted as axhidit No. Aj=23, 


162/ id,, Section 80b=1, 


265/ Act of August 22, 1940, Ch, 685, Title I, section 53, 54 Stat, S47, 


1S6/ 15 U.S.C, 77a et sedge 
TA7/ 15 U.S.C. 77d ct sede 


2SS/ 15 U.S.C. 30b-2(a)(4), Hereinafter reierred to es tit 2.8.0, or the Conmissi 


- Sle 


cf securities or as ts the advisability OF ins stee 
Zax in, ouzrchasiag or sciling securities, Of wis, 
for compensation and as a part of 3 regular busi-~ 
ness, issues or promulgates analyses or reports 
concerning BECULITICS 940159/ 


The same definition expressly excludes banks, lawyers, bre«evé and acalers, 
regular publishers, persons giving advice only about U.S. Goveranent obli= 
gations, and such other persons as the S.E.C, may designate.i79/ 
Three common means of regulation are employed under the 7A Ac; 
registration, record keeping, and auditing, Ina addition, there are prohivi- 
tions against certain contracts, transactions, dealings ena Statements, 
There are also provisions relating to pudlic disclosure, entorcensnt, | 
hearings and court review, The S.E.C. is given rule=uaking powers, 


B, Registration 


Section 80b=3 prohibits an investment adviser from using the mails 
or other instramentalities of iaterstate commerce in connection with | 
its business unless it is registered with the S.E.C, The registration 
form cails for the following information: 


i 
(i) the name under which business will be conductec, the came of! 
the state in which the business is organized, location of he principal 
office, names and addresses of the proprietor, partners, ecficers or | 
divectors, and the number of euployees; 
(2) education, business affiliations for past 10 yeire cad preagat 
business affiliations of all principals and persons exercising, coarrol 


over tne firn; 


(3) the nature of the business, including the manrer of giving 
advice and rendering analyses and reports; ! 


(3) the nature ané scope of the authority of the iavestnent adviser 
with respect to clients* funds end accounts; 


(5) the basis on which the firm is compensated; 
ee 
169/ 15 USC. 80d=2(a)(11)0 


170/. Ibid, 


(es, whether any person connected with the Yirn t6 ss spc: to % 


Gosqaniiireation waich would be « basis for denial, susoecclon cr rea 
vocatios of tac fira’s registration under scczion 80D—3(E) (sea below); ané 


(7) whetaer the firm*s principal business consists of accing as an 
investment adviser ana whother a substantia2 part of its business consists 
of rendering investuent supervision services.171/ 


The S.E.C., under section 80b=3(d) and after opportua.ty =or 8 hearing, 
may deny, suspend or revoke a firm's registration if it ¢inds chat a 
principai of the firm has made a false report or misieadiny, statement in 
iis registration or in any proceeding before the S.E.C., has been convicted 
within 10 years preceeding the rogistration or at any time taereafter of 
certain enumerated crimes, has been enjoined by a court from carrying on 
aay one of certain business related to the securities ficic or has 
violated or aided another in violation of the Securities Act of 1933 or the 
Securities snd Exchange Act of 1934,172/ Section 80b-3(4) provides the 
procedure by which a person may withdraw from registration, 


Investment advisers who hac fewer than 15 clicxts during the pre- 
ececing year and who do net hold themselves out to the puo.ic as investe 
ment advisers, or. whose only clients are investment compaa.es or insurance 
companies or who do not give advice with respect to securities traced 
oa natioaal exchanges and whose clients are all in the state within whica 
i naintains its principal office are exempted from registration dy 
section 80b=3(b)_173/ 


C. Reports 


All investuent advisers who are not exempted fron registration under 
sactioa 8Gbe3(b) must keep such records and take such reposts as the S,E.C. 
cecuires, All such records are subject to reasonable perincic or special 
examinations, as the S,B.C. deens necessary 9174/ A willfuliy uatrue state~ 
nent or a willful omaission of a material fact in any report to or Dro] 
ceeding of the S,E.C. uncer section 80b~3 is made ualawf=1 by section &0b=7,275/ 


1737 TS UeSec. S0p—3(a) and (c), 


172/ 35 V.S.C. 80-34). 


173/15 U.S.C, 80D=3(b). 
3747 15 V8.5. 80d. 


2175/ 15 U.S.C, 80d=7. 


Lasd Contracts 
: Section ¢b=5 prohibits investment advisers from using che mails or | 
‘other instrumentaiities of interstate commerce to enter iato an ianveste | 
ment advisory contract 176/ which: 


(1) provides for compensation to the adviser on the vssis of 
‘capital gains on the funds of the client; 


(z) fails to provide that the investment adviser may not assign the 
‘contract witheut the consent of the other party thereto; or | 
(3) fails to provide that the investwent adviser, i= a partnership, 
Will notify the other party to the contract of any chango =n tac weaber= | 
skip of the partnershipel77/ y ! 


E. Prohibited Transactions z 


Under section 86bd=6, it is unlawful for an investacut oéviser to uss 
the mails or other instrumentalities of interstate commerce: 


(3) to defraud a client or prospective clicnt; 


(2> to engage in any transaction, practice or course cf Susiness waica 
onerates as a fraud or deceit on any client or prospective client; 
(3) acting as a principal for his own account, knowingiy to seli 
‘any security to or purchase any security from a client, or wy use as | 
broker for a person other than a client without disclosure «=o tae client) 
in writiag before the completion ox the transaction the csaccity in waich 
‘he is acting and obtaining the eclient*s consent (thie pretibition deos | 
not apply to any transaction with a customer of a broker cr dealer if 
such broker or dealer is not acting as an investment adviser in relation 
to such transaction), | 


(4> to ongage in any act, practice or course of business which is | 
fraudulent, cecaptive or manipulative.17°2/ 


TWiT an “invessaont advisory contract" is defined in sectina &0b-5 as any 
—~ contract or agreenent whereby 2 person agrecs to act 43 investment | 
adviser or to manage any investnent or trading acccut Cor a pezson 
other thea aa Laveatuant company, i 


5 U.S.C. 80-5, Tho section explicitly provides tant 2: sha} l ned do 
construed to prohibit an investment advisory contrac: which provides 

Zor compensation based upen the total vaiue of 3 fuad avoraged over 

a definite period, or as of definite dates, or takwn as of a definite dete, 


35°.S.C. 8Cb-6, The S.E.C. is authorized to écfine cad preserine nears 


onwly designed to prevent suck acts, practiecs .0¢ sousses cf 
usiness us are fraudnlent, deceptive or menipulativ:. 


- Skew 


“y Crnes .speets of the Investuent Advisers Act 


The $,F.C. is given broad investigative powers under ‘uection £0>-9, 
ineluczng nation-wide power to subpoena witnesses and records, Tre Cone 
mission may invoke the aid of the Federal courts in cases of contumacy 
and the courts are explicitly authorized to cite for contennt. The Cone 
mission may also sue in the federal courts to enjoin violations of the 
ieAsAe, and way transmit evidence to the Attorney General sho way in his 
diseretion institute criminal actions. Section S80d=9(d) soregates the 
right to refuse to testify in ary proceeding instituted by the S.F.C, on 
the grounds cf self-incrisination and provides that no on2 shall be prom 
secuteé oa account of any such testimony if he has cloiued the Firth 
Anencment privilegesl79/ 


Section 802-10 authorizes the S.E,C, to make availacie to tho public 
information from any registration application or report which has been 
filed with it pursuant to the IAA. Except in the case of a pubdiic-~ 
nearing, which it is authorized to hold under section 80b—17, or requests 
from either house of Congress, the Comminsion may not publicize an inves- 


tigation or facts ascertained in an investigation,180/ 


The S.F.C. is given broad power to make rules and reguietions to carry 
out its functions under the LAA18/ Section 80b=13 prevides for court 
review for any person aggrieved by a Commission order ane waxes Courission 
findings as to facts conclusive if supported by gubstantizi evidence, 
Section §0b-16 reauires annual zeports by the S,E.C,, sact..o% 80b=27 
provides Zor criminal penalties182/ for willfui violatioz: .: che IAA. 
and section S0b=18(a) preserves the jurisdiction of state officials and 
agencies to perforn securities regulation functions insofas as they do not 
conflict with the Leb Aol 33/ 


Ge S.EeC. Regulations Under the Investment Advisers 2.ct 


Pursuant to IAA. Section 806—11, the S,B.C. has promuigateé a series 
of rules ang regulations, These are found in 17 CFR Parts 275, 276, and 


T7597 1s U<S.G. S0dD=%, 


2S8C/ 15 U.S.C, 80b-10, 80b=12, 


18i/ 15 U.S.C. 80-11. 
‘i62/ Fine up to $10,000,00 or up to two years* imprisonment or both. 


283/15 U.S.C, 80-13, 80b=16, 80b=17, 80d-18(a)- 


me 


tive oeatings which are re leva: vo this preceeding are s.mmarized below, 

Tae ccuplate reguiations are iaclosed in Exhibic No, seis, 

1, 300ks and Records to be Maintained by investnenc Acvisers 
investment advisers subject to section 80b-4 and not exempted under 

section Sline3(b) must keep the following records: 


(a) A journal of original entries, including cash teceipts and 
disbursenents records, forming the basis of entries in any iedgor; 


(b> Auxiliary ledgers reZlecting asset, liability, reserve, | 
capital, income and expense accounts; 1 


(¢) Memoranda of each order given by the invostaent adviser for 
the purchase or sale of any secuvity and of any instruction receivec 
by the iavestment adviser concerning the purchase, sale, oscaip> or 
delivery of a particular security. Tne wenoranda must shew tha terns aod 
concitions of the order or instruction, identify the person who recomended 
the transaction to the client and the person who piaced ca: orger, zac! must 
sao the account for which entered, the date of entry and the bank, breker 
or dealer by or through whom executed, 


(4) check books, bank statements, cancellod cneécks and eesh 
reconciliations ; i 


(e>) bills or statements relating to the business; 


(£) trial balances, financial statements and iatersai audit, works 
iag papers related to the business; 
| 

(g) originals of written communications receive: and copies of 
all written communications sent reiating to (a) any recomuendcation nade 
o> proposed to be made ané any advice given or proposed to te given, ¢-) 
any receint, disbursement or delivery of funds or securitizs, or (c) 
the placing or execution of any order to purchase or seli ary securi ‘Ye 


(a) a record of all accounts in which the advisar is mooted with 
discretionary power regarding funds, securities or transactions of a client; 


(i) any powers of attorney granting discretionary power to the 


adviser; 


(3) written agreements entered into with a client relating te 
tne Dusiness; | 


(k) a copy of cach notice, circular or other comounication | 

zreconmendiny, the purchase or saie of a specific security whick is dise 
tributed, directly or indirectly by the adviser, The cony cf tae ne ike 
a an attached memorandum must state the reason for the recenreadarina; 


i 
| 


= = 


(1) a ivcorde of every Crawsarcioa um a seaurity In «sen ths 

J neat auVaser Or ah endloye: who participates un the 2 MOM LOL 
Piiweas ages, os by reason of suca eransaction acquires, ony dicecs or ine 
direct beneficial ownership (except (i) transactions in an «ccount in wrich 
tne adviser has no direct or indirect influence or control ané (ii} trense 
actions in securities which are direct obiigations of the united States) 
the dace and the nature of the transaction, the price at which it was 
effected and the name of the broker, dealer or bank through which it was 
effected, 


(a) Where an investment adviser haz custody or possesrion of 
securities or funds of any client, the records requireé ia paragraph «1) 
anova must 2iso inelude: (i) records showing ail purchases, sales, 
receipts end deliveries of ‘securities (including certificate tumbors for 
such accounts aad all debits and credits to such accounts), (ii) a separate 
leager account for exch such client showing all purchases, salcs, receipts 
and deliveries of securities, the date and price of each purchase aud s2le, 
and all debits and credits, (iii) copies of confirmations of 211 transace 
tions effected by or for the account of any such client, ana (iv) a record 
of cach security in which any such client has a position, showing the 
name of each client having any interest in such security, tho azount or 
iaterest of eaca such client, and the location of each suca security; 


(x) Where an investment adviser rencers supervisory ur ascaagee 
nent services to a client he must, with respect to cach chicat.*s portfolio, 
keep records showing the securities purchased and sold, thse dzte, amount 
aad price of cach purchase and sale and for each security it which aay 
such client has a cusrent position, the name and the anourc or interest 
og each such ciient.184/ 


2, Advertisenents by Investment Advisers 

Tae following «kinds of advertisements have been defiscd by ths 5.2.C. 
zs fraucuient, deceptive or manipulative within the meaning oi 15 U.S.C. 
S00—6(432 


(a) a reference’ to any testimonial of any kine concerning the 
investment adviser or any advice, analysis, report or other service rendered; 


(b) “a reference’ to past specific recommendations made by the 
javestuent adviser which were or would have been profitable to any person. 


TEST G7 GR 275,201=2(a) = (ec). 


é ail recouvandations made within +n i 

3 . weciod of act less chan cne year if tae ist ole 
ear let formation, inciuding the Legend “it shosid not de assumed 

reconz rcations nade in the future will be profitabie oz will equal 
perfornance of the securities in this list;" | 
| 
(ec) « representation that any device being offered can in ané 
of itseif de used to determine which securities to buy and sell or when 
to buy and sell them or that such device can assist any perzen in making 
these dexisinas without prominently disclosing tae Limitacioas of the | 


device and the difficulties with respect to its use; 


(@) au atatement that any service will be furnisres free or | 
without charge unless the service actually will be furnisned free and | 
without condition or obligation; or 


Ce} any untrue statenent of a material fact, or an otherwise 
false or wisteading statement .135/ 
3, Custody or Possession of Funds or Securities of Clients 
Li an investment adviser has custody or possession cf sny funds ot 
securities in which a client has a boncficial interest, it is a violation 
for the a@viser to take any action with respect to the funds cr securities, 
unless: ; | 
(a) the securities of each client are segregated, jdenzified 
anc helé in sate-—keeping; 


(>) the funds of each client are deposited in « separate bank 
account, maintained in the name of the investment adviser as irustec, anc 
separate records ere kept on each account; | 

| 
the piace and 
manner in whieh the client's securities and Cunds wilt te zxinzainec ane 
esnds to cach client at least every three months an itemized stateneart 
showing all transactions in the client*s account during whe period; and 


(a4) ali such securities and funds are verificé 37 annual exe 
aniaatien by an independent public accountant at a time chosen by che | 
accountant without prier notice to the adviser, The accountant must certify 


75,206(%)al(a) anc (db). 


(1) a ivcure of every tratsarcioa un a security En «se. ths 

J keat avVaier Or ah ¢abloyes wao participates un the Tencsumancice. 
Pirates A&&s, ot by reason oF suca eransaction acquires, sty dicac: or ite 
direct beneficial ownership (except (i) transactions in an «ccount in which 
tne adviser has no direct or indirect influence or contre] ané (ii) transe 
actions in securities which are direct obligations of the Unitad States) 
the dace and the nature of the transaction, the price at which it was 
effected and the name of the broker, dealer or bank through which it was 
effected, 


(nm) Whore an investaent adviser has custody or possesrion of 
securities or Funds of any client, the records required ia paragraph (1) 
anova aust 2lse inelude: (i) records showing ail purchases, sales, 
receipts and deliveries of securities (including certificate tumors for 
such accounts aad all debits and credits to such accounts), (ii) a separate 
leager account for exch such cliant showing all purchases, saics, receipts 
and deliveries of securities, the date and price of each purchases anc s2le, 
ané all debits and credits, (iii) copies of confirmations of 211 transace 
tions effected by or for the account of any such client, aid (iv) a record 
of cach security in which any such client has a position, showing the 
name of each client having any interest in such security, tho azount or 
iaterest of eaca such client, and the location of each suca security; 


(n> Where an investment adviser retcers supervisory ur anaage- 
went services to a client he must, with respect to cach ciicat*s portfolio, 
keep records showing ths securities purchased and sold, the dzte, amount 
aaa price of cach puschase and sale and for each security in which aay 
such client has a cucrent position, the name and the anour-= or interest 
o¢ each such ciient.1%/ 


2, Advertisenents by Investuent Advisers 

‘ne following «kinds of advertisements have been defised ty ths S.c.C. 
zs fraucuient, deceptive or wanipulative within the meaning ot 15 J.5.C, 
S0_—6 (47: 


(a> a reference to any testimonial of any kind concerning the 
investuent adviser or any advice, analysis, report or other service rendered; 


(b) (a reference to past specific recommendations made dy the 
Zavestuent adviser which were or would have been profitable to say person. 


TSS7 G7 GR 275,202 (a) = (c). 


KE ail reconvondations wade withsa on 
neciod of ace esc chan che year if the iist conte 
tains -:ceitie? infoerzatioa, inciuéing the regend "it ahosid not de assumed 
chat reeons.rustions nage in the Cuture will be profitabie of will equal 
the performance of the securities in this list;" 
(¢) « representation that any Geviee being offered can in and 
o: itseif be tzed to determine which securities to buy and sell cr when 
to buy and sell them or that such device can assist any person in making 
these dexisinas without prominently disclosing tae lititar-ots of the | 


device and the difficulties with respect to its use; | 


(@) a statement that any service will be furaisnes free or | 
without charge unless the service actually will be furnisned free and 
withouz condition or obligation; or x | 

| 


(e} any untrue statement of a material fact, or an otherwise 
falce or wisieading statement.135/ 
| 


3, Custody or Possession of Funds or Securities of Ciients 

LZ an investment adviser has custody or possession cf zny funds ot 
securities in which a client has a bonecficial interest, it is a violation 

Zor the a@viser to take any action with respect to the funds cr securities, 
uniess: r 

| 

(a) the securities of each client are sogregared, identified 

and helé in safe-keeping; 


(bo) the funds of each client are deposited in « separate bank 
account, maintained in the name of the investment adviser as irastec, ané 
separate records are kept on each account; 


(c) the investnent adviser notifies each client oZ the piace and 
manner in whier the client’s securities and funds wilt te anintainec ana 
esnds to cach client at. least every three months an itewiz:csd utacemert! 
showing all transactions in the client*s account during whe period; and 

(4) ali such securities and funds are verifies sy annual exe 
amination by an independent public accountant at a time ctosea by che | 
accountant without prier notice to the adviser, The accountant must certify 


TRS 27 CFR 275,206 al (a) and (b). 
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s+ the 5.5.5. LES/ Sac Coumissicr also Laspes.& isvustoent ste 
AvaLiedic 


tse 


vtes 2 OA a cyclical basis and upon receipt of a conplaicc. 
tivuces iadicace, however,’ that those inspauctions are tow iifrequent to ba 


considered analogous to bank exauinations,187/ 


186, 67 17 GFR 275.206 (% }=2 (ade 


Je As of the year ending March 31, 1967, there were 552 isvestment advisers 
vom the New York area registered wit ch the S.E.C, curing that year the 
Conutseton inspected 122, For the sane period, only 25 cf the 334 Sen Sran~ 
cisco investment advisers were inspected, Conversacicn with Leonara Rossen, 
Branch Chief, and Ezra Weiss, Associate Chief Couns:i, Securities and 


Exchange Comission, Apri 2h, 1968, 
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Requirements Waich Must 3e Met to Conduct 
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Examinations «eee vee eevee eo eer ecewv eee vv ave 


Boacing e«@ we eee eee vee een verere ese vee e see 


Other Aspects of Control e ee eceree vee scevewevuve 


ZON GF MIWESIMEN ADVISERS WEN SED AION 
nee ee ee ee 


DEA NLL 
a 


In cozpering the regulation by government agencies over banks sac 
crust coupanies with analogous regulation of investusnt advisess, there 
are cive aspects which appear to be relevant to tha issucs dbeiag cone 
sidered in this proceeding. These are (a) the requirements which nust os 
met in order to conduct the business, (b) reports of condixicn, (c) exaai- 
nations, (a) bonding, and (e) other aspects of control, 


A. Requirensnts Which Must Be Met to Conduct Business 


Before an investment adviser can conduct his businos, he nust reyistes 
with the S.E.C. by properly completing a registration appircation, Tho 
information reguired by tae application 28&/ is designed <» disclose basic 
facta about the principais in the firm and the firm's mecacds of business, 
Section 30b<3(d) of the i.A.A. sots forth four specific cases for denyiag, 
suspending or revoxing registration.189/ Aside rom these specific causes, 
the Commission is not empowered to deny an investment advirer*s application. 


In order for a bank to engage in business, it must cest tre ainiaun 
eapitai cequireuents described above, ppe 8, 9, 19, and 46 e Mininon 
capital is required by aii three Seceral regulatory agencies anc by every 
state except cac, Also, the Fed, und the Comptroller and ili tut one state 
nave reserve raquirenents ‘and 37 states require 2 paid-in surplus «8 well. 

In addition, aii three federal agencies and virtually aii stats banking 
atthorities have discretion to grant or deny charters on the basis of such 
eriteria as the general character of managenent and porsoasel, the convanience 
and needs of the coumunity to be served by the bank, the overall adequacy of 
the bank’s capital structure and the bank’s future earnings prospects, 


B. Reports 


Tre S,E.C, is given the power, in section 80b—4 of tht Z.i.A. tO 
seguire reports, It presently does not require ahy reports on a regular 
basis, Tnere are elaborate record keeping provisions in tac regulations ,19C/ 
Dut it appears that the information thus made available <s used, if at aii, 
oniy wnete the annual audits are mace or whan the S.E.C, iavestigates after 
ceceiviag a complaint, 


loe7 See Sthidit No, Ae13 for the information called for in the royistration 
aplication, 


iBS/ Supra, pe 53 « 


190/ Supra, ppe 56, 570 


~ 


Mas three coerai daaking ujgeneios call for repocts ¢ coadivieu Feuer 
times pus yeas Exom sll the banks under their jurisciccica iil’ This inciudas 
ali cational danks and all federaliy regulatec banks or ap jeoxineteiy 39 dere 
eunt of all beaks in the Jnaited States, These cali repors; ers circulated 

to the other two federal agencies for their inspection. aA.1 states slso maka 
Calls, nost of them four times por year, Moreover, all states require! 

banks to Zile at least one report of income and dividends SE 


C, Examinations 


The S.E.C. requires examinations of investment adviusre oaiy where 

the adviser has custedy of a client*s funds or securities, Ia such a 

casey tas investment adviser is required by reguiation 193/ to aire ani 
iadependent accountant who makes a surprise examination oa ah.aanuai basis 

to verify such funds and securities, The resuits are cerciticd to the: 
S.8.C. Tne Commission also comucts inspections of invastsent advisers on 

a cyclical basis and upon receipt of a complaint. ‘hese iaspeesions, | 
however, are not frequent enough to be equated with bank CEE CESS hie 


Federal banks are examined a minimum of three timas e-ery two years, 
at surprise intervais, Tne F.D.i.C,. and The Fed, examine <heit canis at 
least once a year without advance notice, Specifically vrcizned pereons 
examine trust departments and the Comptroller maintains cicee controls, on 
trust cepartments,195/ All but two states have statutory oxwalaation Te= 
quirements specifying at least one examination per year (the excerted [two 
states require “regular” examinations ).196£ In addition, sil federal and 
most state banks are required to conduct internal audit programs, 297, 227 


D. Bonding 
Taere is no bonding required of investwent advisers ucder the IAshe 
It is doubtful, given the statutory language, that the S.Z.C., could requice 


I527 Supra, pp. 12, 23, 25, 


192/ Suptag Peb5, 


153/ Supra, pe 58 and 59, 

194/ Supra, note 267%. 

395/ Supra, ppel5, 16, .25, 36, 37. 
Y96/ Supza, pe 45 


197/ Sapea, pp. 16, 17, 36, 46, 


‘eaeny, oat. BT bas Rover attemptsd to €o 36, a3 balk fu ens. oye 
Vedelede WSS Carry ovadizg protectioa,293/ <6 suctiag Cewdiag, Toe 
cuironeats, tae ?eieGe UcvS the Asurican Bankers’ Assoc.c coor. niaimun 
ponding recomwndations as 'a oasic guide, In addition, SL oF the 51 
pencing jurisdictions require ponding by statute or regulatioa..994 


EB, Other Aspects of Control 


Uncer the IeAsAc, cortain contracts, transactions and advortising 
methods are prohibited. ‘Taere is provision for public @iselosuze and 
there are criminal penaltics for willful violations .200/ Mone of theso 
srovisions is designed to insure the financial responsibility o: an ite 
wosement adviser; rather they appear to be aimed at the prevention of 
securities frauds, All state banking authorities have power to check 
unsound practices and in 38 states, this authority inciudes power to 


renove bank officers o201/ 


——— eee : 

S/7 Suptay P2e 37 « AS is pointed out in Section I , li national 

banks ate required to bond, In addition, the E.Deneb, requires boade 
amy Zor ail state insured bankse 


.99/ Supra, pPe 47, 48 « It is also to be renenbered that an additionas 


two states require es¢row arrangements which appear +o provide px 
tection equal to that offeree by bonding arrangencnts. 


250/ DupTa, Pe 55, 


2G1/ Supray Pe 46, 


THE ADMINISTRATOR OF NATIONAL BANKS 
WASHINGTON 


srry 
vr. bvenk M. leiler, Director (heey | 
Oifice of Labor-ianazement and 
Welfare Pension ieports | 
united States Department of Leoor ' ASSiZné' 
Room 01, 8701 Georgia Avenue rm 
Silver Spring, Maryland 20910 | ACK. = 
| 
Re: Retention by banks reculated by the Compirclicr of | 
the Currency of exemption from bondinz rer virements! 
of Section 13{a) of the helfere and Pensica Dlins ! 
Disclosure Act, 29 U. Se 308a(a) now exempv pursu- 
ant to CFR $45%. iG 
| 
Dear sir. Cleiler: | 


fais is in response to on invitation in a June 14, 1968 Notice of 
> ~oposed Rule Making for written conmunications of cata, views, or argument 
vi.acerning the federally regulatecé bank and trust compeny exemption from 
ene bonding requirements of the Welfare and Pension Plans Disclosure Acv, 
(.2PD2.), 29 U.S.C. $301, et seg. 


| 
Section 305(a)(e) of Title 2¢ expressly provides that the Secretary 
oz Labor "may exempt" certain plens from the bondinz requirements of the 
Act "{w)hen, in the opinion of the Secretary, the adwinistrator! of a plan 
oxrers adequate evidence. of the financial responsibility of tne! plan, or 
waat other bonding arrangements would provide adeauate protection of the 
peneficiaries ond participants. ...” Since 1962, banks and trust com- 
panies have been exempt from the bonding requirements of the Act pursuant 
to regulations published at 29 CFR $464.4(e)(1). However, in recent 
Litivstion over the Secretery's denial of an exemption to. a New) York in- 
ves fmonl adviser, questions were raised by the Court o7 Apper: 1s' foe the 
Sistrict of Columbia relatins to the premises on which the pres¢nt 
crap on for banks, ‘particularly state banks, are based. Fiduciary 
Sommscl, Inc. v. Wirtz, 383 F.26 203, (D.C. Cir.), cert. deniec, 509 U.S. 
1005 (i967). Accordingly, the office of Labor-Management and Welfare 
Pension Reports has requested comments on the following issues: 
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United States Treasury 
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Mr. Frank M. Kleiler | [ -2-] 


1. ‘Whether banks and trust companies subject to Federal 
revulation should as a class retain their present exemption 
from tne WPPDA bonding recuirements in light of the criteria 
in section 13(e)}, WPPDA, 29 U.S.C. 8308a(e)? 


2. Whether banks and trust companies subject to state 
regulation should as 2 class retain their present exemption 
from the WPPDA bonding requirements in lisht of the criteria 
in section 13(c), WPPDA, 29 U.S.C. §308d(e)? 


3- Whetker investment advisers registered with and 
reguleted by the Securities and Exchange Commission pursuant 
to the Investment Advisers Act of 1940, 15 U.S.C. 360b and 
subject to 29 CFR, Part 46h should as a class be granted an.. 
exemption from the WPPDA bonding requirements in light of 
the criteria in section 13(e) WPPDA, 29 U.S.C. 8308d(e)? 


This letter is addressed to the first of those issues insofar as the 
term "federally regulated" applies to national banks. 


AQmost all commercial banks in the United States, both state and 
national, are insured for the benefit of their depositors by the Federal 
Deposit Insurance Corporation and are therefore subject to some Gegree of 
Teceral regulation by that agency. In addition, some state banks and ell 
national banks are members of the Federal Reserve System which entails 
additional federal regulation. All national banks -- approximctely 4300 
banks -- are chartered end intensively rezulated by the Comptrollér of the 
Currency. The Office of the Comptroller of the Currency suggests thet 
there well may be a valid basis for the retention by national banks o” 
vhneir exemption from the bonding requirements of the Welfare end Pension : 
Plans Disclosure Act, 29 U.S.C. 3301, et seq. because the regular SENG 
tion by this Office assures a rigorous standard of financial responsibility 
and adecuate bonding arransements. 


The euthority of the Comptroller to regulate national banks is found NE 
in the National Bank Act of 1864, as amended, 12 U.S.C. 31 et sea. OF 
the approximately 4600 national benks, nearly 1700 have trust departments. 
No national bank can act as a trustee or in any other fiduciary capacity 
without obtaining a permit from the Comptroller. 12 U.S.C. £0fa. Applice- 
tion for such a permit is carefully investiated by tne Comptroller's 
Orvice. See 12 CFR 89.3. The manoement of, or giving of investntnt 
advice to, 2 welfare or pension fund is considered by the Comptroller's 
Orifice to be a fiduciary activity which could not be hendled by a nationel 
bank except through a trust department authorized by this Office. 
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| 
The Comptroller's Office maintains a staff of approximately 1.400 

excminers, 88 of whom are specialized trust department examiners. National 
banks are exemined by this Office ot least three times cvery two years. 
12 U.S.C. 8481. In addition the trust departments of nction2l banks are 
subject to separate surprise exeminetions once cach year. The Comptroller's 
Office has a separate trust division, under a Deputy Comptroller for Trusts 
and a Chief Representative in Trusts, who supervise these examinations. 
This Office also hes published regulations governing the operation or a 
trust cepartment by a national bank. See 12 CFR, Part 9. ‘Included in 
these regulations are the requirement of an adequate bond (12 CFR 89.7(d))s 
the requirement that the national bank retain counsel (12 CFR 89.13(b) and 
9.7(c)); the requirement of adequate record-keeping (12 CFR 89.8); the re- 
cuirement of an internal audit (12 CFR 89.9); end the requirement) that the 
bank's investment of fiduciary funds comply with tne instrument estedlishing 
the fiduciary relationship and with the law and sound fiduciary principles 
(12 CFR 89.11). 


In addition to the bond requirement as found at 12 CFR 89.7(b), the 
Comptroller has issued a ruling requiring the following: 


All officers and employees of a national -benk must 
have adequate fidelity coverage, and the failure of directors 
to reouire bonds with adequate sureties and in sufficient 
amount may maxe them lieble for any losses which the bank 
sustains because of the absence of such bonds. Directors 
should not serve as sureties on such bonds. 


The board of directors shoulé determine the amount of 
such coverage, premised upon 2 consideration of such factors 
as (1) internal auditing safeguards employed, (2) number of 
employees, (3) amount of deposit liabilities, and (4) cmount 
of cash and securities normally held by the bank, among ovhers. 
Pora. 5215, Comptroller's Manual for National Benks. | 


The American Bankers Association publishes a guideline for benks 
regarding the amounts of blanket bond coverage as related to deposit figures, 
a copy of which is attached. (Attachment A). Utilizing these guideline 
amounts together with a consideration of the factors enumerated in the 
Comptroller's ruliny; quoted ebove, an evaluation of the benk's bondins 
arranyements is made at the time of each rezular examination. The national 
bank examiner is reyuired to Investigate and report the extent of) the oank's 
fidelity ond other indemnity protection. An entire page of the examina- 
tion report is devoted to an analysis of the bank's bonding errengenents. 

A copy of the form used by this Office is attached. (Attechment B). 
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Me. Fronk M. Kleiler [*] 


The Insurance and Protective Committee of the American Bankers 
Associction nas recommended that the boards of directors of all banks 
seriously consider supplementing bankers blanket bonds wita $1 million 
excess employee dishonesty insurance. Based upon information availeble 
to this Office, all 4300 national banks with the possible exception of 
ten to twenty smaller banks carry the $1 million excess employee 
disnonesty insurence. 


In addition to the bonding requirements recited above, the National 
Bank Act, 12 U.S.C. 392a(b) provides the following with respect to 
national banks exercising trust powers: 


Wherever the laws of a State reauire corporations 
ceting in a fiduciary cepacity to deposit securities with _ 
the state authorities for the protection of private or 
court trusts, national banks so acting shall be required 
to make similar deposits and securities so deposited 
shall be held for the protection of private or court 
trusts, as provided by the State law. National banks 
in such cases shell not be recuired to execute the bond 
usually required of individuals if state corporations 
under similar circumstances are exempt from this require- 
ment. National banks shall have power to execute such 
bone when so required by the laws of the State. 


Section 13(a), WPPDA, 29 U.S.C. 8308d(a) describes the extent 
the bond coverage required under the Act: 


Such bond shall provide protection to the plon 
against loss by reason of acts of fraud or dishonesty 
on the part of such administrator, otficer, or employee, 
Girectly or through connivence with others. 


In light of the multiple bonding recuirements clreacy imposeé upon 
national bonks as discussed above, and because of the complete and tnorouch 
supervision provided by this Office of all fiduciary activities of national 
yonks, the Office of the Comptroller of the Currency suggests trat the 
welfare and pension benefit plans under administration by the trust de- 
partments of national banks are adeauately protected against loss by reason 
of acts of fraud or dishonesty on the part of such administrators and their 
employees, which may be cause for the continuation of the present* exemption 
trom the Act's bonding requirements of national banks. 
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F bemade a part of the 


Toe the Heering Examiners 
zuice for August 12, 1965. 


Attachments A andB . 


HLR/IMeh:msé 
cc: Chairman Rendall 
Director Spregue 
Mr. Flennery 
Miss Mah 
Mr. Miller 
Mr. DeHority - Cen. Files 


Legal Files August 7, 1968 


Mr. Frank M. Kleiler, Director 

Office of Labor-Management and 
Welfare-Pension Reports 

United States Department of Labor 

Room 801 

8701 Georgia Avenue 

Silver Spring, Maryland 20910 


Dear Mr. Kleiler: 


This letter is in response to the Department of Labor's 
announcement of a hearing on August 12, 1968, to consider the 
question whether investment advisers regulated by the Securities 
and Exchange Commission and banks and trust companies subject to 
State or Federal reguiation should be exempt from the bonding 
requirements imposed by the Welfare and Pension Plans Disclosure 
Act of 1958, as amended (29 U.S.C. 301-309) (hereinafter referred 
to as "the Act"). 


Subsection (a) of section 13 of the Act (29 U.S.C. 308a) 
requires every administrator, officer, and employee of any employee 
welfare or pension benefit plan who handles funds or other property of 
such plan to be bonded in an amount generally not less than 10 percent 
of the amount of funds handled. Subsection (e) of that section 
guthorizes the Secretary of Labor to exempt a plan from the bonding 
‘requirements imposed by the section whenever, in his opinion, the 
administrator of a plan offers adequate evidence of the financial 
responsibility of the plan or other bonding arrangements would provide 
adequate protection to the beneficiaries and participants. 


< Pursuant to regulations of the Secretary of Labor published 
at 29 C.F.R. §§ 464.8(e), 465.19, and 465.20 (1968), banks or trust 
companies subject to regulation end examination by the Comptroller of 
the Currency, the Board of Governors of the Federal Reserve System, or 
the Federal Deposit Insurance Corporation currently are exempt from the 
bonding requirements imposed by subsection (a) of section 13 of the Act, 
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whether with respect to covered plans administered for the benefit | 

- of other than their own employees or with respect to covered plans 

' administered for the benefit of their own employees. Banks or trust! 

| companies subject only to State law and supervision by State agencies 
currently are exempt from the bonding requirements with respect to | 
covered plans administered for the benefit of other than their own | 
employees but not with respect to covered plans administered for the 
benefit of their own employees. 


In connection with litigation involving the Secretary of | 
Labor's denial of a petition submitted by a New York investment adviser 
for an exemption from the bonding requirements imposed by the Act, your. 
office has requested comments on the issue, among others, whether banks 
and trust companies subject to Federal or State regulation should as a 
class retain their present exemption from the bonding requirements ; 
4mposed by the Act in light of the criteria prescribed by subsection (e) 
of section 13. thereof. 


: It has been generally accepted that the activities of banks 
uniquely affect the public interest and, therefore, are properly 
subject to governmental supervision. Under the existing Federal-State 
system of banking, national banks are chartered and supervised by the 
Comptroller of the Currency, State banks, appropriately, are chartered 
and supervised by the various State supervisory authorities and become 
subject to examination and supervision by either the Board of Governors 
of the Federal Reserve System as a member bank or the Federal Deposit 
Insurance Corporation as an insured nonmember bank. 


Banks chartered as national banks and State banks becoming 
members of the Federal Reserve System acquire insured status without . 
aprlication to the Federal Deposit Insurance Corporation upon certifi- 
tation to the Corporation by either the Comptroller of the Currency or 
the Board of Governors of the Federal Reserve System that certain 
factors have been considered and favorably resolved. Banks chartered 
by the States and not members of the Federal Reserve System, as well as 
noninsured operating banks, become insured upon application to and | 
approval by the Federal Deposit Insurance Corporation. The following 
factors, specified by section 6 of the Federal Deposit Insurance Act 
, (12 U.S.C. 1816), mst be considered by the appropriate Federal banking 
“agency with respect to banks seeking to be admitted to deposit insurance: 
. (1) the financial history and condition of the bank, (2) the adequacy of 
| its capital structure, (3) its future earnings prospects, (4) the general 
| character of its management, (5) the convenience and needs of the | 
| commmity to be served by the banks, and (6) the consistency of its 
| corporate powers with the purposes of the Federal Deposit Insurance |Act. 
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As of December, 30, 1967, 13,741 commercial banks and trust 
| companies were operating in the United States. Of these 13,517 were 
; Subject to supervision and examination by one of the three Federal 
| banking agencies -- i.e., the Comptroller of the Currency, the Board 
| of Governors of the Federal Reserve System (or the Federal Reserve banks), 
; Or the Federal Deposit Insurance Corporation -- and their deposits were 
; insured in accordance with the provisions of the Federal Deposit 
; Insurance Act. : 

This Corporation regularly examines all insured State banks 
that are not members of the Federal Reserve System. It is the 
Corporation's policy to examine such banks at least annually -- and 
more often if necessary -- in order to be regularly informed of each 
bank’s financial condition and to be alerted to any conditions which 
may require correction. During 1967, the Corporation conducted 7,148 
examinations (including 129 re-examinations) of insured State banks 
not members of the Federal Reserve System. During the same year, 1,092 
of approximately 1,357 trust departments operated by insured State banks 
not members of the Federal Reserve System were examined. All other 
insured banks are regularly examined by either the Comptroller of the 
- Currency or by the Federal Reserve banks. 


Examinations are one of the principal tools of bank super- 
vision. They are the instrument by which the Corporation seeks to 
achieve and maintain the conditions of sound banking essential to the 
viability of deposit insurance. Examinations provide the Corporation 
with information concerning its insurance risk and alert it to conditions | 
which may require corrective measures. Though certain quantitative 
Measures are employed in examinations, the examination is basically a 
qualitative appraisal of the soundness of the bank's operations, An 
examination involves ascertaining the character and amount of a bank's 
assets and liabilities, a detailed appraisal of assets, a review of the 
bank’s policies and procedures, an evaluation of management, and a 
determination of whether all pertinent statutes and regulations are being 
observed. Trust department operations of insured State nonmember banks are 
closely scrutinized by examiners specially trained for this type of work. 
Special emphasis is placed upon the competency and the effectiveness of 
trust department management. (A-copy of Section R of the Corporation's 
"Manual of Examination Policies" that relates to the examination of trust 
departments and a blank copy of a "Report of Examination of the Trust 
Department” are enclosed.) Minimum requirements for operation of the 
department are prescribed as outlined in the enclosed "Statement of 
Principles of Trust Department Management". 


Inasmuch as the financial condition of a bank may be affected 
by losses resulting from dishonesty on the part of the general public 
and a bank's own employees, the Corporation is authorized, by subsection 
(e) of section 18 of the Federal Deposit Insurance Act (12 U.S.C. 1828(e)), 
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to require any insured bank -- whether it be a national bank, a State 
member bank, or an insured State nonmember bank -- to provide protection 
and indemnity against burglary, defalcation, and other similar insurable 
Nlosses. Whenever any insured bank refuses to comply with such require- 
ment, the Corporation is authorized to contract for such protection and 

| indemnity and to add the cost thereof to the assessment otherwise payable 
‘by the bank for insurance of deposits. In determining the adequacy of 
fidelity insurance, the Corporation follows the schedule of coverage 
-recommended by the Insurance and Protective Committee of the American 
Bankers Association, a copy of which is enclosed. Examiners are given 
specific instructions with respect to fidelity protection and internal 
routine and controls. Engagement in trust activities is among the | 
factors which may dictate a need for insurance in amounts higher than 
those suggested by the American Bankers Association. We have experienced 
little difficulty in persuading banks to follow our insurance recommen- 
dations, and in no instance has the Corporation been called upon to 
purchase the coverage for a bank under the authority to which reference 
previously has been made. During the past ten years, special emphasis 
has *een placed by the bank supervisory authorities upon the purchase 

‘by banks of excess employee dishonesty coverage, and a majority of the 
‘insured commercial banks have now purchased this extra fidelity protection. 


Examinations conducted by the Corporation and the other Federal 
\ banking agencies of the insured commercial banks which they supervise, 
‘together with the protection afforded by fidelity insurance against Losses 
‘resulting from dishonesty of a bank's own employees, assure the financial 
responsibility of banks subject to Federal regulation that act as | 
administrators of employee welfare and pension benefit plans. Accordingly, 
a continuation of the exemption from the bonding requirements currently 
provided by the Secretary's regulations for banks and trust companies 
subject to Federal regulation may be warranted. 

It is respectfully requested that this letter be made a part of 
the record in the proceedings in this matter before the Hearing Examiner 
at the United States Department of Labor, scheduled for August 12, 1968. 


mS Sincerely yours, 


Enclosures 


EXAMINATION OF TRUST DEPARTMENTS 


FdIC 
Foreword 


This Section of the Manual is designed to provide explanatory material 
and to define the principles and methods of procedure for verifying the records 
end assets of the trust department. The material is presented in e general and 
non-technical manner to facilitate its use by examining personnel who devote 
their major endeavors to other phases of benk examination. In addition to famil- 
darizing Examiners with the mechanical aspects of the examination procedure, 
it is desired to point out the responsibility attached to the conclusions which 
must be drawn by the Examiner and the importance of the recommendations to man- 
agement leading to more effective control over the operations of the trust de- 
partment se 


The Trust Examiner is charged with the responsibility for determining 
acts (a) which have resulted in or-may lead to losses or surcharges to the 
institution, (b) which are in violation of controlling statutes or regulations, 
or (c) which are not consistent with generally accepted standards. 


A vank acts in a fiduciary capacity when the business which it transacts, 
or the money or property which it handles, is not its own or for its benefit but 
‘yelongs to another and is for the benefit of others. This relationship necessi- 
tates great confidence and trust on the part of the customer of the bank and places 
@ high degree of good faith and responsibility on the bank. A bank acting as a 
fiduciary incurs a liability which is measured by what it receives and is dis- 
charged from that liability only by the proper application of what it receives 
to the objects for which, or persons for whom, it is received. The Examiner mst 
determine that management discharges the fiduciary obligations accepted without 
jeopardizing the assets or earnings of the fiduciary, and has the ability and 
capacity for this responsibility. 


The end objective of the Examiner is to convey through his report a 
clear, concise and logical picture of the department and of his analysis and 
appraisal, plus the results of the effectiveness of his discussion of these 
matters with management. Regardless of how skillful the Examiner may be in 

- making an examination, or how effectively he analyzes and appraises the overall 
situation, his efforts are nullified to the degree that he fails in conveying 
through his report a lucid and integrated portrayal of the department in proper 
perspective. 

Paramount, therefore, among the Examiner's responsibilities is prepar- 
ation of a report in such a manner as to convey clear end inescapable conclusions 
to the bank's board of directors and the supervisory authorities. Of equal 
importance is his dealing with management. Effectual salesmanship is one of the 
most desirable results of his efforts. It is much more desirable to present his 
recommendation to management in such a manner that it will be accepted during 
the examination than to depend upon formal supervisory action. 


DEFINITIONS AND DUTIES OF INDIVIDUAL TRUST ACCOUNT SERVICES 


The services defined below are those most commonly encountered, and 
the duties indicated may be described as "usual." The duties normally accompanying 
the acceptance of the described capacities may vary in the several States. For 
this reason, they are briefly described in general terms. In order to gain a 
scope of the responsibilities of a given fiduciary capacity it is 
suggested that the Examiner familiarize himself with the applicable State statute. 


Executor - An executor is named in a will to settle an estate and to perform in 
any other manner described in the will. Before a bank acts as an executor, it 
must first have the will accepted by the court of protate as the valid and final 
will of the deceased and it mist then receive written uuthority from the court 
of competent jurisdiction to serve as executor. Only then is the bank duly 
endowed with all the powers ance authority given in the will and may then exercise 
them to the extent that they are not in conflict with the law. < 
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The main duties of the cxeeucor include: (1) The preparation of 2a 
inventory of a1] sisete of the decets2d; (2) the vaking of control or ent 
of such 3; (3) wily cciversion of such assets to cash, unle: 
will provi sae tien of saviata ce: is “in kira"; (4) the pey.on 
of administration cote. ic: aan all over cleams according to law; is) paca 
distribution of (. : «vate Jn accordance with the terms of the 
will; ana (8) the filurs .. sinal ecounting with the court of jurisdiction 


+.or is appointed by the court te setole wy 
= ng valic will. the chief difference betveca 
Arinice: Root ext ea executor lies in the responsibility of 
Cissrivute the property according to the laws! 
ve Fae ies waeress the executor mansges and dis=ributes 
the property in accordance with the provisions of the will. 
Administrator vith tis “lt ennexs¢ - Ths court eppoints on adninistra‘or with 
the Will emexea wise as hon the exccutor 
named hus died or iz 0: mg to serve. The duties of on sé-inistrator 
with the will enacacd ¢ 3 a those of en executor and distritutic:. of | 
the property is made in accord-nt2 with the terms of the will. i 
| 
Trustee under wild - 3%. -¢ wider will is created when the meke> of a will 
leaves any portion ert a0 2¢.att to an indtvidval or bank as a trusice Yor a 
person, corporation, or chur! ee orzenizetion rather then leaving the property, 3 
outright to ony oe thsz2 > - re trustee receives the property from | 
a : 1 ennexed, edministers it for the 
: 2S named in eae 7a, and mkes the ultizase disiz ' 
bution directed in he will. | 
Trustee under are: or_by dechy.-7ton - A trust under agreement coxss into H 
existence when tae : ‘“x5t enters into an agreement or ccuvract | 
with the trustee setting out wie texas of the trust. A trust by declaration i 
is created unen one declares bivs2_. trustee of property for someone eiss. t 
Duties ere those spiclficslly s2t ow: in the agreement or decleration ari rey } 
include @ wide range of recponsioiitiies. | 
*Pension “rus%s cre 28tacl ed by an employer, ccuzonly a cororztion, | 
to provide denefies Tox incurselt2: retired, or superernuated emplo; 
Instead of operating its own plan, tas corporation may ereate a trust ent 
deliver cash os otney + Ap na “she tre svee uibo, c2cerdin; to the ter:: of 
the agreement purchases a: ities inmediazely or upon revi: rerent or disavizity, | 
or may administer tie pro.cs:y 2s 3% trust estate. | 
Trustee by crder of court - i conn of proper jurisdiction my eproint 2 bank 
trustee to recsivs prepesty Im trust 2nd to sdminister it for the benefit of 
the person or yers-.s tesigiatec. aay trust relationships 30 es“2blishea ere 
in the neture of 2 guardianship ind in some Stetes the capacity is kom as a 
@uardianship rather SS ry toustecsaip. Orten, the court appoinss the trustee 
for @ specizl purpos? rising trem litigation in court. In divorce prose? ings 
or real property ais 225, tor instance, the court may appoint 2 trustze t- teke | 
over, hold, odtein inzome, or dispose of the property and account to the tene- 
Ticieries pending setticment of the dispute. | 


conferred oy the State. The Mearat ian of 2 minor receives, holds, end maneges 

the property, makes 32 ful) accounting so the court, and rakes final setslenent 4 
with the minor when be tecozes of ou3. A guardian for an incompetent or ebsactee 
performs the above descrived duties 2s long as the incompetency or ebsenteeten 
lasts. Such words «3 <cmrittez, censervetor, curator, and tutor are used in 
various States to deserize rart.cul. kinds of guardienshins. 


| 
Guardian - A guardian is eppointed >: a court but his euthority end duties are 


cies - A vank ac: 23 G2 Oftn. -hruld always operete under 2 uritzen °ree-| 
ment with its princizal ec sonline ivs activities to those specivica? Wy ausnor= | 
ized vy such agreement. Taere sro many kinds of personal agencies wh c H 
may serve &s azens Sor the princi: . and include the 2ellow:rg Beus co 


found in banks: (1) custodian, (2) escrow agent, (3) managing agent, (4) 
attorney-in-fact, and (5) safekeeping. 


When serving as custodian, the bank has only the duties of safeguarding 
the property involved and of performing ministerial acts as directed by the 
principal. As a rule, no management or advisory duties are exercised. For 
example, in the exercise of custodial duties involving securities, the bank 
may be required to collect income and principal, notify the principal of defaults, 
called securities, stock rights for purchase, etc., and execute owners’ orders 
to buy, sell, etc. 


In its capacity as seeney t+, a bank has the responsibility of 
holding the assets and other mments delivered into its custody until the 
conditions for their release Cor a third party have been fulfilled in 
accordance with the terms of the escrow agency agreement. Thus, to its cus- 
todiak duties are added the responsibilities of seeing that the conditions 
specified by the principal in the escrow agreement have been fully met in the 
manner intended before the assets and other documents are delivered to the 
third party specified. This makes the bank liable for its actions, not only 
to its principal, but also to the specified third party. 


As Bebaging agent, @ bank may exercise varying duties and responsi- 
bilities due ‘the nature of the assets to be managed end to the degree 
of the management functions assigned the bank in the terms of its written 
agreement with the principal. For exemple, as managing agent for a securities 
portfolio, a bank may have custodial responsibilities, may make recommendations 
for the purchase and sale of individual securities and the income therefrom, 
and may receive and disburse collections of income and principal in conformity 
with approval of the ower. Also as related to real property, the bank as 
managing agent may rent the property, may attend to its upkeep, its insurance, 
and its taxes, may collect and remit the rental income; and may develop or sell 
the property. ‘The principal distinguishing feature between a trust agreement 
and a managing agent agreement is that the bank exercises its authority under 
& trust agreement usually independent of the entruster or the beneficiary but 
must secure the approval of the principal in a managing agency to its recommenda- 
tions involving the exercise of judgment before execution thereof. 


A bank becomes an attorney-in-fact when it receives a formally 
executed power of attorney, which may be recorded as a public record. Usually, 
but not always, there is a written agreement defining the areas in which the 
bank may serve as an attorney-in-fact for an individua] and without such 
imitation, the tank may do anything as an attorney-in-fact which the person 
could do on his ow initiative. An attorney-in-fact authority may be used 

by @ bank to vote stock, sign proxies, collect debts, convey real property, 
transfer personal property, or perform a multitude of similar services for the 
principal. 


A dank performs safeke duties when it accepts property for safe- 
keeping only and delivers the property to the principel at his direction, with no 
ministerial action being taken during the period of safekeeping. 


DEFINITIONS AND DUTIES OF CORPORATE TRUST ACCOUNT SERVICES 


As in the case of individual or personal trust account services, a 
Dank may serve as a corporate trustee or as e corporate egent. The following 
ere among the classes and types of corporate trust account services most fre- 
quently encountered in the trust department of the bank. 


comets trustee - The document which creates the corporate trust is variously 
ed & mortgage, a trust mortgage, a deed of trust, a trust agreement, a 
debenture agreement, a collateral trust agreement, a trust indenture, or simply 
en agreement or an indenture. Most such indentures arisc as the result of the 
endeavor of a corporation to raise money through a bond or note issue. In order 
to insure evidence of satisfactory collateral and to make the debt issue more 
attractive to the potential lender, the borrowing corporation appoints the bank 
@5 a responsible, disinterested trustee to whom vitle to the security is trans- 
ferred to hold in trust for the benefit of the lender. Since many lenders may 
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participate in furnishing the borrowing corporation the money it desires, bonds; 
notes or debentures ure issued in denominations suitable for their ready sale 
and such obligations m:st vcar the eauthenvication of the bank as trustee. Thus. 
8ll lenders share proportionately in the collateral held by the bank as trustec 
and in the other ri “nts given by the indenture. The indenture provides further 
thet the bank servi: as trustee exercises certain duties in the event the 
vorrover ccfaulvts. In this event, the dank enforces all the ten of the lender 
against the Sorrower creating the trust | 


Transfer agent - A bank ray act as transfer agent for a corporation in effecting | 
the transfer of the stock, voting trust certificates, certificates of deposit, 

and bonds and other debts of the corporation from one owner to another. Most 

of the transfer agencies performed by banks, however, concern the stock of the 
corporation. The transfer of stock involves not only the bookkeeping duties of 
recording the change in ownership but the decision as to the legality of the 
assigner's right to transfer to the new ower and it is this latter responsibility 
that calls for the exercising of scund.and accurate judgment by the bank. Although 
the bank functions as the agent of the corporation, it also serves to protect } 
the interests of the individual shereholders and other creditors of the corporation. 


Registration agent - As registrar, a bank checks every new stock certificate 

prepa: or issuance by the corporation or its transfer agent ageinst the old | 
certificate being cancelled to make sure that the number of shares surrendered | 
equals the number of shares to be issued and thus the primary function of the : 
registrar is to prevent the overissuence of stock. Since the registrar ie & 
check upon the transfer agent, a bank cannot serve the same corporetion in both | 
capacities. A bank may also serve a corporation es registration agent for bonds | 
and other debts cf the corporation. Acs registrar, a dank has less difficult and | 
intricate decisions to meke than if it serves as transfer agent. i 


Fiscal or paying sgent - In its capacity as fiscal agent for corporations, a 

makes interest payments on coupon bonds as the coupons are presented and 
peys off maturing bonds and notes. It files ownership certificates with the 
government and may also make out and mail dividend checks. The fiscal agent 
is variously called disbursing agent, dividend disbursing agent, coupon and 
bond paying egent, or soxe similar name indicative of the duties with which 
it is especially charged. 


si - Banks are frequently called uvon to serve as depositaries in the 
event of defaults and in connection with mergers, consolidations, reorganiza- 
tions, and other transactions in which it is necessary thet such items es 
outstanding bonds or notes or stocks ve deposited with a responsible end dis- 
interested party. The depositary mxay also receive end record the cleims of 
creditors. 


DEFINITIONS AND DUTIES OF EMPLOYEE, COMMUNITY j 

AND INSTITUTIONAL TRUST ACCOUNT SERVICES } 

| 

trusts - Among the purposes for which corporations establish employees’ i 

sate are the foll : (1) To provide for employees who become incarecitated | 

vefore retirement age (2) To provide for employees who retire; (3) To ensble | 
employees to share in the profits of the business; (4) To enable employees to 
perticipate in the owmership of the corporation; (5) To encourage thrift end 
savings among employees. and (6) To revard employees for meritorious service. 
The three principal types of employees' trusts designed to serve one or more 
of these purposes are pension trusts, profit shering trusts, end stock bomus 

trusts. 


A bank may be called upon te serve under these employee trusts as 
trustee or co-trustee, agent, devository, or custodian. The duties of the 
bank and whether or not it has any cnvestirent responsibility would depend 
upon the terms of the instruments creating such trusts. 


In order te furnisi. economic data, etc.. all employce trusts are to 
be segregated in & separate liabilicy designation to be typed in on the state- 
ment of personel trust department. 


(Issued 5-3-5:} Section _ 
Fase 


Pension trusts - Pension plans may provide for employees as @ group, 
or they may treat the case of each employee separately. For example, a group 
annuity contract or an individual annuity contract may be purchased from an 
insurance company for the benefit of each employee. Also pension trusts are 
either contributory or non-contributory with regard to the cmployee sharing 
& portion of the cost of the plan. . 


Any trust established by an employer to provide benefits for the 
incapacitated, retired or superannuated employees, with or without contribution 
by the employees, 4s known as a pension trust. The three principal types of 
pension trusts are distinguished as follows: (1) The corporation makes payments 
to the bank which are then immediately used the bank to purchase individual 
ennuity contracts from an insurance company; 2) the corporation makes payments 
to the bank and the benk invests the fimds until the employee becomes eligible 
to receive the benefits when the share belonging to him is used to purchase an 
annuity insurance contract; and (3) the corporation makes payments to the bank 
and the bank invests the funds and when the employee becomes entitled to receive 
the benefits, makes payments to him of such benefits. It is readily apparent 
that the bank's degree of responsibility increases in the order listed. 


Profit trusts - The essential difference between a pension 
trust and a Lt trust is that in the former the corporation sets 
aside the funds necessary to provide a previously determined amount of retire- 
ment income, whereas in the latter the amount of retirement income depends 
upon the earnings the corporation is able to place in the trust from time to 
time before the participating employees retire. The terms of the agreement 
and the procedures} duties and powers of the bank in a profit sharing trust 
ere in many respects similar to those of a pension trust. 


Stock bonus trusts - This type of trust is usually established to 
reverd the meritorious service of employees or to assist the employee to . 
acquire an ownership interest in the business. Stock bonus trusts thus differ 
from profit sharing trusts in that the former gives the employee part ownership 
of the business whereas the latter gives the employee a share of the earnings 
of the business but not an ownership interest. 


Commmity trusts - A commmity trust is a trust composed of gifts and bequests 
- made by iS Citizens of a cammmity for the benefit of the people of the comm- 
nity, with community being used in the sense of any area of land. Accompanying 
the advantages of a commmity trust in handling the entrustor's funds to the 
maximm benefit of the people of the commmity, is the need for wisdom and care- 
ful propriety on the part of the bank in distributing the benefits. 


Institutional trusts - Included in this category of trust services are trusts 
for the benefit of higher educational institutions, hospitals and other pudlic 
natured organizations devoted to education, the arts and the sciences, such as 
art galleries, symphony orchestras, libraries, etc. Whereas in the case of 
commmity trusts the beneficiaries are varied and often unspecified, institu- 
tional trusts are created for the specific benefit of the object served by the 
institution. The responsibilities of the bank may range from limited agency 
to full discretionary trust management. 


OPERATING AND ACCOUNTING RECORDS 


The books and records of trust departments will naturally very with 
different banks. An adequate set of trust records for every bank with a trust 
concen? ve it Lerge or small, will include the following common essentials: 
(1) A completely separate set of books and records will be maintained for the 
trust department apart from any other records of the bank; (2) the trust records 
will reflect full and current information on each trust account serviced from 
ite initial opening to its final closing; (3) the trust records will be so kept 
that the individual trust accounts may receive prompt and edequate supervision 
vy the bank; and (4) the trust records will reflect all management supervision 
accorded. ‘Trust department records, therefore, should be as detailed and 
comprehensive as are necessary to meet the above requirements, but they also 
should be no more elaborate than necesrary in order to preserve efficiency sné 
economy. Examiners should maintain a reasonable and sensible approach to 
recommended changes in trust department records, to the end that they sre both 
adequate and efficient. 
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Generally, trust department records may be divided into three categories: 
(1) Trust officers’ dockets; (2) records relating to the control of total assets and 
liabilities: end (3) records showing detailed informuticn with respect to individual 
accounts. | 


| 
Docket or Trust History Record - This subsidiary, record is sometimes referred to as 
&@ docket, trust history, digest, synoptic record, abstract shect; or administration 
folder, and is one of the most impor+ant records in the modern trust institution.) 
This type of subsidiary record contains much pertinsh+ information ond can be of | 
great valuc to administrative officers andi examiners aliks. If properly and care- 
fully maintained, it will reveal emong other taings: (1) Trust nuaber, (2) full | 
title of eactount, (3) nemes and addrzsses of all interested parties, including life 
tenants and rer2indermen; (4) date of trust agreement and emendments thereto, or date 
will was admitted to probate; (5) gencral and special powers of the fiduciery; (6) 
rates of commission on principel and income; (7) digest or synopsis of the will or 
ement end amendments with icular emphasis placed on the investment provisions; 
(8) dates cf birth of miners; (9) date trust terminates, if ascertainable, (10) dates 
of death of persons in interest; (11) indemnity agreexents, porticularly with respect 
to the purchase or retention of investments; (12) nemes of co-fiducieries and others 
with whom it may be necessery to consult; (13) list of the original essets (not in- 
cluding changes made by trustee) including the chargeable values and dates received; 
(14) list of debts ané@ dates paid; (15) in chronological or diary feshion, a brief 
digest of impertent letters, legal opinions, conversations, understendings, errange- 
ments, subsequent agreements end other importent events. i 


Records relating to the control of total assets and liabilitics 


Journal - Of the records relating to the trust department's total asset 
holdings and total liabilities, the journal, or original entry record, requires the 
greatest amount of thought in design and cere in maintenance if it is to prove sat- 
isfactory in operation. The journal, regardless of form, performs three functions: 
It furnishes the figures which are to be posted to the general ledger; it provides 
the basis for the entries which :mst be made on all other records affected by each 
trensaction; and, it provides a chronological record of all of the day's treasactions. 


General leiger - The general ledger carries the control accounts of the 
department and gives 2 complete picture of its liabilities and asset holdings. | 


Asset contre] secounts - Test sheets contein a detailed record, arranged 
as to trusts, of 21. icvens oF anvescment. The records are sutsidiery w the general 
ledger as the general ledssr is generally posted by totels only. In the lerger de- 
partments, separate sheets are used for verious types of-investments, such es stocks, 
bonds; mortgages. refl estas Jeposits and miscelleneous, end where this is done a 
separate control account is cerried’ on eech type for el] trusys. ‘The total assets 
of any given type, 2s cerriss on the asset sheets, should equa) the totel of the | 
same item on whe general lecger or control. ; 


Records showing detetied inferm=tion with resvect to e&ch account 


Principal or inversment control eccount - This account is generally @ sum- 
mary of the individual invesomens ledger 6aeczs and represents the totel invested 
principal of each trust account. However, principal cash, both invested end unin- 
vested, is often included, so es to reflect the totel essets of the trust. j 


Cash 1 x - The cash income and cash principal accounts are two separate 
chronologi: a@ccounss, each of which shows cash receipts, disbursements, and balance 
for each account. i 

Investment leduer - In the sraller departments, investments rey ve fourd 
consolidated on @ single Ledger sheer for eech account. With investments changing 
during the life of the accsun: iv ovccmes readily apparent thet to avoid carrying 
closed out entries in the scvive recerds cna co simplify audits and the work of | 
checking securities, imverw.ent ledger sheets which show only one xine of stock, | 
bond, mortgege, parcel cf rea: cstate. or other asset to a peg? are considered nore 
desirable. ; 
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DUTIES OF THE TRUST DEPARTMENT EXAMINER 


The principal responsibilities of the trust examiner are set out 
in the foreword to this Section of the Manual. In addition to the duties which 
are desic to the examining function es related to an examination of the commer- 
cial department of the bank, the following duties are peculiar to the examination 
of & trust department and include the responsibility to: 


(2) Ascertain that all trust assets are intact or properly accounted 
for. 


(2) Make certain that the fiduciary accounts are being managed in 
eccordance with the fiduciary agreement and in conformity with 


statutory requirements. 
(3) Determine that assets held are conforming with lew and agreement. 


Ascertain that 9 pertodic review of all the assets in each trust 
has been made to determine whether individual assets should be 
retained or sold and that such review has been satisfactory in 
scope and duly considered by composite judgment. 


Determine that important trust matters are receiving appropriate 
consideration by the board of directors of the bank or by @ 
designated trust committee. 


Ascertain that trust cash aveiting investment or distribution 
has not been held longer than reasonably necessary, or legally 
permitted. 


Verify that income earned on the assets is received and properly 
accounted f-2. 


Accouns for the distribution of income and principal and determine 
that such distribution is in accordance with the agreement and the 
statute. 


Determine and report any self-dealing activities. 


Accouit for the income accruing to the bank from the operation 
of the trust department. 


In the large departments, a complete, detailed check of all of the 
above items would be so time consuming as to not be in proportion to the value 
to and purpose of the examination. A review of the internal routine system in 
operation may reveal, a well organized department having a good system of internal 
control. In this event, the Examiner may, at his discretion, direct an exemina- 
tion of the assets and a partial or spot check of the other facets of the 
examination. Reference is made to the topical heading, "Scope of the examina- 
tion,” discussed later in this Section. 


EXAMINATION PROCEDURE - PERSCHAL TRUST DEPARTMENT 


Control - At the opening of an examination it is sometimes impracticable to 
start work on the trust department until assistance has been given Examiners 

dn the commercial department. In such cases, trust assets should be immediately 
sealed and e notation made of the last entry on the trust ledger. The ledger 
may then be released. If it is necessary to post the records to bring them 
current to the date of the examination, the Examiner should check the postings 
for possible irregularities. 


An immediate deicormination of any intermingling of trust department 
assets with those of the commercial department must be made, anc extreme care 
should be exercised in guarding against interdepertmental and interfiduciary 
substitution of assets. 
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ing of an examination to obtain a 
cy Ss accepted sccountebdility but 
waich hove nots ean yecorde2 on its teoxs and come of which may nos be in its 
possession. 


a is depos ited daily. Consequently, the 
day's receipts or e cash fund placed 
‘eportment. If it is the custom to 

iusely comzzolled and verified in tae 


Verification and reconci %y ot 3 % bank accounts - The levs of most 
Steves prrmit & vru tts uninvested funds on deposit 

in the commereiel 4c; » Sane feper’ ments carry their trust césh in 
other banks. Inu either isston “2 "3ue from” cesh account must be verified 
in the spme mannes Gs that foot 24 iu comunction with correspondent benks. 


If the bank account is corridd in the commercial department of the 
game bank, most of th: chee"s ““yich wor? considered outstanding in the recon- 
cilement will havz bez1 paid prior to close of the exammnation. ‘These should 
ve obtained and checked 28) ainst the reconcilenent. Checks which have becn 
outstanding for some tine should oe investigeted and & determination made 2s 
to the reason for non-vressntxsas. Kote sauould also be made of the length 
of time the checks nave dean oucstanding in order thet items vhich may be i 
unclaimed funds or ebandoned preparty will be zveviewed for adequacy of attention | 
by the management. j 


The Excminer sh li nyse that the eccounts are reconciled at periodic 
intervals, and that the exaninciton of cancelled checks or vouchers ond the 
reconcilemant effecte2, reviewel ox approved, by some person other than the 
one responsible for the originsi cntry. 

Verification of srusc sise%s - A> the sssets ere under seal; the Exea 2 should | 
check them @5 early “> prs neticable ee @s not to cause undue inconvenience to the | 
bank. The technique euyisy 3 2m ning pase all assets recorded on the 
bank's records ar2 accour Normally,’ 
the verification can ts a by Checking directly +o the tank's asset | 
sheets. Unter c == ay be considered desirable to schedule 
essets on a "sorcé4 - 4 oo Caiekins, or the tank's system of recording | 
and storing stochs, OG...) &..3 downmen.c weprasenting other assets nay 
dictate tronserLoinz the int che trust line cards, FDIC Forms 
deter in this Section. It must be rememoered 
that the veril “Meation 4 ned. Above involves only checking the assets to the 
bank's records. Ivr 10% Aluayo te pracuierdle to check the assets of each 
trust to the originel invenvory, or egrzement, and to fellow through chenges 
2 Gocller Ceportuents, et least cach new trust eccepted 
mined to dstermine 2ccurately viet the 
original cormus was ¢ on the records and slaced under prover 
control. In she lorger iastiwvsions, vim liaiteations sy peeserive such 
complete determinaticc only on = segnent of she trust accounvs. 


In th: - scx 2 trust assets egeinst the records 
of the bank, the Beamtz:2 sr shoul’, 2iso Vorify chet: 


she benk and all other important 
“o the Examiner, end are accurately 
on she test records to which verifi- 
cation 13 being 
(2) Assets vo. Ir ghrivical cossesston of the bank are properly 
RCCOUNS oils aa Lact loss kecard, end ere 


Dh 


(3) Registescu ve sogeh, m.i03 and other documents evidencing 
~ e ctved in the name cF the bans: as 
che acnrinee. 


(4) Assets are being accorded proper servicing and adequate pro- 
tection. For example, on coupon bonds, the coupons due should 
have been seperated from the bond and presented for collection 

+ unmetured coupons should still be attached to the bond. 
Real estate mortgage notes should be supported by evidence of 
merchantable title of debtor and first lien status of the note 
held by the trust, and of adequate insurance protection. Taxes 
and other assessments constituting prior liens against. the 
property should be determined to be not delinquent. 


Verification of collection of income on fiducii accounts - A complete record 
Bhoula be made of all of the income received on trust accounts. The Examiner 
must satisfy himself that the trust department is properly recording all income 


received end is adequately checking the receipt of such income, not only to 
prevent dishonesty but to eliminate error. 


Proof of the subsidiary records to the general ledger should be 
effected. The detailed verification of the items of income depends upon the 
size of the department and the effectiveness of accounting practices of the 
bank in controlling all income. Where conditions warrant, "spot-checks” of 
income earned on the fiduciary accounts may te made. Whether "spot-checks" 
are conducted or a more complete verification is carried out, the auditing 
technique employed would involve determinat. n of income amounts and dates 
from the asset records and the tracing of the actual collection from the receipt 
thereof through the books of original entry to the general ledger. 


Disbursements and t of es ~- All disbursements and expense payments 
should be made ty Histinctive check cr voucher. Since improper distribution 

or payment of the funds of the fiduciary account may result in loss to the 

venk, this phase of the examination demands close checking by the Examiner to 
determine that disbursements and expenditures are made in conformity with the 
fiduciary agreement and with the statute. For example, both the agreement 

and the statute may have to be examined to determine the manner in which special 
@ividends, stock dividends, etc., are to be allocated as between principal and 
income in cases where the income end principal beneficiaries are different or 
where only income is available for distribution. 


“Overdxafts or edvances to fiduciary accounts - Overdrafts or advances to the 
account occur er dis ements exceed the cash balance of either the 
principal or the income account. While in the ordinary cours: of affairs there 
should de no overdrefts, they do occur at times and with good reason. When 
found, they should be shown separately as overdrafts on the asset side of the 
personal trust department statement. Frequently, a reserve will be established 
against overdrafts or advances. Such reserves should be reflected as a liability, 
rether than e deduction from the asset account, in preparation of the personal 
trust statement. 


Each overdraft should be investigated and the reasons for granting 
it ascertained, particularly in the case of principal overdrafts. Examiner 
should satisfy himself that the overdreft or advance will soon be corrected 
from anticipated cash income or principal. Overdrafts which have existed for 
& period of over three months should be listed in the report with appropriate 
comment unless there is e valid reason for their being carried, and any evidence 
of habitual or of indiscriminate granting of overdrafts should be a matter of 
criticism by the Examiner, for such practices may cause financial loss to the 
bank. 


PREPARATION OF INDIVIDUAL TRUST WORK SHEET FORMS 
FOR PERSONAL TRUSTS 


The material called for on the several trust work sheet forms for 
personal trusts has been selected because it is basic both to the accounting 
control and to the review of the administration of the individual accounts. 

It furnishes a summarized history of the account in addition to a listing of 
its current principal and income assets. From a review of the data presented, 
the Examines con cvalunte the correctness of the admintstrctian of tha aeagemt 


end the probabilities of exposure of the bank to liability. 
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Form 77 - Personel Trust | - A trial trlance should de taker o7 the trust 
Jedger shcwins tat princsp.. ad undistrioutec ancome held for each acc unt. 
The totals should agree with the controliing acc-unts carried in the geacral 
ledger 

‘ 

The totals of’ in ome, investec and cash und princips1, invested and 
cash, mey ve first trenscr bzi tc Form 77. There may then be effected a sinnl- 
taneous proof of the oank's sudsidicry records to the genersi ledger and the 
accuracy of the Fyaminer's trenscription. 


An importent adjunct to the use of Form 77 as a media for the proof 
of corpus is in the ccmpiiction 7 miscellaneous information necessary to the 
examination and anelysis of individual personel tru:ts. The form provides for 
& definition of the type of tru’t reletionshap invo ved, which information is 
especially useful in providing a breadown for TCT-5. ‘Statement of Personal 
Trust Department”, it requires soe comperison of the or/ginal inventory with 
the corpus at date of execinetion, ané¢, the reverse side of the form provides 
@ continuing record of tne srecific rowers granted under the terzs of the will 
or agreement and the detsil of tne requirer.cnts of proper management. 


Form 75 - Stock, Bond, and Misce:laneous Investme:t Shect - It has been pre- 
viously pointed out that the work sheet forms may be employed in the verifica- 
tion of trust assets. Also mentioned was the limitation imposed on the use 
of these forms by the size of the depertmen Regardless of the Exeminer's 
judgment in regard to the extent of the use to which the work forms may be 
placed, he may decide to completely f111 out the work forms on at least the 
eccounts on which @ complete analysis will be made 


Form 75 mey oe employed in providing an asset breakdown for the 
"Statement of Personal Trust Derertment' in the Report of Excminetion. ‘This 
form is also valusbdle in that it provides a continuing record of in and out 
transactions, a comparison of book, inventory, and marzet values which is 
helpful in determining prudence of manegement, and a means of reczrding for 
later use the conformance of & purchase to either legal requirements or the 
terms of the trust. 


In listing or checking the items care should be taken to see that 
the exact name of the bond or stock is obtained. Difterent securities issued 
by the seme compeny way dear someuhat similar nan:s but have widely different 
values. If the more valuable conds have been taken aid those of lesser value 
substituted, this exact checking :f the description of the securities will 
reveal the fact. 


A21 securities not on hand at the time of -xaxinaticn, which may not 
have deen delivered, sent out for sale o> deposit:d with a protective committee, 
should be verified by direct correezcnidence in a ranner similar to thes followed 
for the bank's own securities. 


Form 74 - Mortgage Investment Sheet - In the inspec ‘inn cf mortgages held for 
the various trusts it should be ooserved that all mortgage inve tments made 
vy the dank are. drawn or “ssigned in such 2 manner as to identify them as 
trust assets. ‘The total of mortgages examined should equal the calen.e in 
the mortgage account in the general ledger, while the individual items of each 
trust should also be accountcé Yor. Those not on hand should be verified by 
direct correspondence. 


Except on mortgages turned over to th: trust cerartment et the time 
of the appointment all should be firct itens and should ve held ine fiduciary 
capacity. In addition, the mortgages should be accompenied by a brief of title, | 
e@ppreisal, and evidence that fire insivanc2 is in force payable to the corpo- 1 
rate fiduciary for the trusz. Tae &,pratsctis should de examined to note “het 
they are in orde> and oe th: p: pertiss ore reeappreised at intervals. ‘ihe 
percentage of appraised valuation in ms icons showld de chtained and it 
should de noted that the enone of the rortgage does not exceed this limitation. | 
It should also be ascertained that “1: pey.ant of taxes Gnd assessments is | 
periodically verif‘ed. In general the sane inspectio. should be made of the 
trust department mortgages es is made of the bank s own norsgoges. ° 
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Form 78 - Real Estate Investment Sheet - In the absence of directions in the 
trust instrument or of special circumstances, a bank should be extremely 
cautious in investing trust funds in real estate. 


ALL parcels of real estate should appear on the bocks et some value. 
Tois showld be done so that the verification of income, payment of taxes and 
insurance will be complete for all properties in the custody of the trust 

%. Deeds should be on file for all properties, and insurance should 
be in force for protection from all hazards. : 


EXAMINATION PROCEDURE - CORPORATE TRUST DEPARTMENT 


Trustee for Bond Issues - In view of the fact that the corporate trustee's 
name is associated with that of the issuing company by reason of their close 
legal connection, the! bank should not accept any trusteeship for a bond 

issue until a careful investigation, is made of the bond issue and the financial 
stability of the issuing corporation. 


In trusteeships for mortgage bond issues the mortgage is made to the 
trustee for the benefit of the bondholders and should be recorded immediately 
in each county where the land is situated. Both the original issue and subse- 
quent re-issues ere certified by the bank. 


The Examiner should ascertain that the bank took steps to determine 
the legality of each corporate issue and that the necessary corporate: procedure 
in connection with the appointment of the bank as trustee has been carried out 
dy the issuing corperation. 


Corporate indentures or deeds of trust are usually lengthy and volun- 
dnous documents. The general references should be made to the description of 
the property to be mortgagea, covenants of the company, action in event of de- 
fault, the bondholders’ rights, and the discharge of the trust. Examiners will 
ve perticulerly interested in: (1) Provisions regarding redemption of the bonds; 
(2) terms of any sinking fund arrangements; (3) insurance requirements and the 
application of insurance funds collected; (4) the provisions for partial releases 
of property; and (5) the protection accorded the bank.. 


In addition to the indenture, there should be on file the original or 
@ certified copy of the instrument creating the trust and the following papers: 


(2) Certified copy of charter establishing ‘the legel existence of 
the corporetion. 


(2) Certified copy of by-laws. 


(3) Certiried copy of the minutes of the meeting or meetings at 
which the execution of the mortgage and the appointment of the 
trustee was authorized. 


(4) Certified copy of the minutes of the meetings at which the 
officers who sign the mortgage and bonds were elected. 


(5) Specimen signatures of the above officers. 


(6) oraer of public service commission, or other body, having 
jurisdiction over the corporation in question. 


The Examiner must determine that all securities turned over to the 
trust department have been accounted for. ‘The engraver’s certificate should 
show the total amount of bonds engraved and to whom delivered. Of the total 
issue delivered, the ‘bank should have on hand the bonds themselves, whether 
certified or uncertified, cancelled bonds or a proper receipt therefor, or 
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cremavion certificates therefor, or the issuing company s receipt ror bonds : 
delivered to it. The amount oz bonds issued should be compared to the author- | 
ized amount to ensure the vonds have not deen over-issued. When bonds have 
been paid, the bank chould have on file the canceljJed bonds properly perforated. | 
the issuing coupany's receipt therefor, or & proper cremation certificate. | 
| 
i 
| 


Collaterel issuc. should be treated in the same manner as mortgage 
bond issues. ‘The Exeniner sh uld check stocks and bonds, if they are 6 pert 
of the collateral, end commare the sume with the trust department's records. 
Such securities should be r_gistered in the bank's name in its fiduciery capacity 
or held under @ pover of attorney. Substitutions. where authorized, shculd be 
examined to escertein that “ollateral of less value than that originally placed | 
in the trust is not substit.ted. Furthermore, if the trust instrument specifies | 
that only certain types of colleteral shall be held, the Examiner will list all 
collateral not of the requived type. ' 


In issues where the indenture requires @ sinking fund, the Exeminer 
will determine if the provisions of the indenture are being carried out. Cash | 
should be verified and, unless it can be determined from the agreements on file, | 
the amount that shculd be in the sinking fund should be determined by corres- i 
pondence. I* the trust agreement permits the bank to invest the sinking fund, 
the Examiner will ascertain that it is invested in the securities authorized 
by the agreciuent and that the proper amounts are on hand. Sinking fund invest- 
ments and colleteral held mist be included in the "Summary of Securities Held 
as Corporate Trustee or Corporate Agent” on Report of Examination Form TCT--6. 


feency Division of Corporate Trust Department - The bank may be called upon 
to es fu 


scar agent «f a corporation in the paying of interest or dividends. 
In such cases the corporation deposits the necessary amount of funds with the 
bank and the bank issucs its checks in payment of the interest or dividends. 
When bonds ere fully registered a chick is sent to the holder of record, while 
in the case of coupon bonds the coupons are presented for payment. 


Th: amount deposited by corp:rations for the payment of interest or 
dividends shculd be scheduled, and charges against such deposits should ve 
verified by checking receipts for the return of cancelled coupons and checks, 
and paid coupons end checks on hand. ‘The difference represents outstanding 
items and snould equel the total amount on deposit at the date of examination. 


Another service rendered by danks is that of acting as registrar and © 
transfer agent. However, these functions should not be exercised by one bank 
for the same corporetion. A transfor agent examines the transfers: gives good 
title and rainteins e fll and complete record of the shareholders. The regis- 
trar keeps the official record showing the issuance end cancellation of stock 
certificates, thus preventing issuance of stock in excess of the amount euthorized. 


stock certificates, particularly waen the stock is held by one in & fiduciary 
capacity. Before trans erring the certificete in such cases the bank should 
have certified copies of the will cr trust indentures, and in court trusts | 
where there is no will annexed orders must be obtained before he will be ‘ 
justified in transferring certificates 


The trensfer agent mst exercise due cere in the transferring of | 
| 


Te bank should heve on file, and if not the Examiner will so report, | 
@ certified copy of the charter and by-laws, certified copy of the resolution 
of the corporation's board of directors eppointing the cank as transfer agent 
and specimen signatures of officers euthorized to sign the stock certificate. 


In “acting as a depositary under plans of reorganization, the corpo- 
rate agency mst keep full and ccmplete records of all deposits received, in 
whatever form, and, upon conpletion of the reorganization, issue to the depos- 
itors new securities or cash, or return the old securities bearing appropriate 
endorsements against surrender to the bank of the certificates of denosit. 

The Examiner should ascertein that such deli-eries are being properly made, 
that the certificates of devosit or receipts are properly cancelled, and that 
proper records thereof are mai :tainsd 


| 
| 
| 
| 
| 
i 
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The Examiner will determine if the safe-keeping division of the trust 
department maintains sufficient records and adequate controls. Articles left 
for safekeeping should not be comaingled with the bank's assets but should be 
properly earmarked as well. as being amply protected by insurance. 


In escrow accounts documents, money, or securities are usually delivered 
to the bank by one or more parties to be turned over to a certain person or 
persons upon the fulfillment of certain conditions set forth in the escrow 
agreement. Care sbould be taken to determine that the bank, as escrow agent, 
assumes no undue liability under the terms of the agreement; that its duties 
and obligations are clearly set forth; and thet it is not placed in the position 
of arbitrator. ‘The’ assets called for by the agreement should be verified. 


Form 76 - Corporste’ Trust Work Sheet ~ The face of this form provides for the 
necessary reconcilements accumulation of data discussed previously in this 
Section, and the reverse side when completed will furnish a digest of the 
indenture which, once compiled, is good for the life of the trust. The time 
that this saves after the first exemination is very great, and on the subse- 
quent examinations, it will be a simple matter to determine just what should 
be inquired into and done. 


FREPARATION OF REPORT OF EXAMINATION OF TRUST DEPARTMENT 


Fege numbers have been omitted from the printed TCT forms of the 
Report of Examination. Upon completion of a Report, the Examiner must insert 
page numbers in consecutive order at the bottom of the page. The schedules 
should normally follow the order delineated in the Table of Contents, PCT-1. 
Form FCT-1 is for the use of the Field Examiner only. Form TCT-1, a blank 
pege, will be employed by the typist in the District Office in the preparation 
of the Table of Contents in the finished Report of Examination. 


Where a department is small or free from eriticiem the finished 
Report may consist of but a few pages. The basic pages may be said to include: 


Conclusions and Recommendations 
Statenens of Personal Trust Department 
Trust Officer's Questicnnaire 

General Informetion 

Page A, Confidential Section 


While the supporting schedules should be used freely where applicable, 
they should be employed only if meeringful. 


Conclusions and Recommendations (TeT-2) - This section of the Report has been 
purposefully placed immediately following the Table of Contents to coumand 
the closest attention of the management. As in the commercial Report of Exam- 
ination, the Examiner's comments cn this page should be phrased carefully and, 
so far as possible, listed in the order of importance. 


_ Mo be most effective, the Examiner's comments should be brief and to 
the point. Reference to schedules supporting conclusions should be freely made 
and date may be excerpted from other schedules for inclusion in the Examiner's 
conclusions and recommendations. 


When « criticism is made by the Examiner, he sbould make such con- 
structive recommendations as will enable the bank to correct the exception 
complained of. A criticism without a definite recommendation for correction 
leaves the bank in many cases at a loss to know just what the Exeminer has in 
mind, and may entail umecessary correspondence between the bank and the super- 
visory authority. 


Reference is maze to instructions in the Manual of Examination Policies, 
Section C, "Conclusions and Recoumendations." 
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Recanitulation of Con sat Liabilities, Potential Losses, and Estimated 
Losses (“CT-4) - dais schedule may be considered a summary of the Examincr's 
fincings with respect to liabilities which may have to be absorbed by the 
bank. ‘he definitions vaich appear at the top of the page are for the benefit 
of both Exeminer and banker and should be studied carefully. 


The titles of supporting schedules in the Report that set forth in 
detail contingent liabilities, potential losses, and estimated losses, should 
ve inserted on this page, together with the totels shown in the supporting 
schedules. The totels of this recapitulation should be carried forward to 
pages 1, 3, and l0-a of the Report of Evamination of the Commercial department. 
if a simultaneous examination of the commercial department is being conducted. 
Estimated losses and advances or overdrafts classified Doubtful or Loss will 
be carried forward to the capital account analysis on page 3 of the commerciei 
report. “A preferred treatment would be to write-in these captions under item 
(b) so as to distinguish the deduction from commercial department losses. 
Contingent liabilities and potential losses accruing from the examination of 
the trust department will be consolidated into similar commercial department 
items on page 1 and page 10-a of the commercial Report. 


Statement of Persons rust Departnent- Parnings of Trust Deportwent (TORS) - 
purpose of the stat of personel trust department is to estab. 


control features of the institution and to reflect the size and volume of 
@ccounts being administered. 


Amounts entered should agree with the carrying values reflected on | 
the books of the trust department. However, if the institution maintains both ~ 
inventory and other control values, inventory values should be used for the 
purposes of this statement. Information to this effect should be recorded 
immediately following the statement wherein the basis on which assets are 
carried is detailed. | 


Sufficient dlenk space has been provided below “Advances or Overdrefts” 
for inclusion of additional figures or account segregetions that may be necessary 
or desiredle. 


Simtlerly, the liability side of the statement calis for only two i 
major liebility segregstions, but space has been provided so that a further i 
breakdown can be inserted on such basis as appears desirable to the Examiner. | 


As stated earlier, all employee trusts, including bank and 412 other, | 
are to be shown as & separate lisdility designation in the statement of personal. 
trust department and should be typed in between "Agency, Custodian, Escrow, H 
Safekeeping and Other Similar Accounts," and "Advances to Trust Department by 
Commercial Department," as follows: ! 


All Employee Fiduciary Accounts ss) 
Number of Accounts j 


When the employee fiduciary accounts include self-administered bank 
employee fiduciary accounts, the above modification of the statement of personsi 
trust department should be further amended with a footnote showing the number 
of bank employee fiduciary accounts and the amount at which they are reflected | 
in the statement of personal trust department. j 

1 

Provision has been made on Form TCT-5 for inclusion of the mumber ! 
of inoperative insurance trusts on hand and the face amount of the policies, j 
and the number of inoperative wills on file. ‘These facts should be accuretely | 
reported as they may be indicative of the growth possibilities of the derart- 
ment, and the aggressiveness of minegement in accumleting such contractual 
obligations. 


The eernings schedule is self-explanatory. . If the institution's 
records do not reflect the fuil information necessary to complete this schedule, 
such figures as are available should be shown. If the trust depertment function 
is of some consequence, management shovid be encouraged to maintain complete y 
records of earnings, expenses, losses, and recoveries. - 
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Trust Officer's Questionnaire (TCT-7) - This page, designed to expedite the 
work or the Examiner, should be presented to the trust officer immediately 
at the start of tho cuminstion. TCT-7-a is provided as a continuation page. 


The Questionneire is intended to inform the Examiner authoritatively 
and quickly on various matters, with perticular emphasis placed on revealing 
sources of contingent liabilities or losses, and the existence of practices 
which may be considered unsound. When the answers indicate a condition not 
usually expected in the normal course of business, it will be presumed that 
unless specific comment is made by the Examiner, the matter has been investi- 
gated by him and the circumstances are such that in his judgment comment is 
not warranted. 


Some of the questions ask for data since the previous examination. 
When the forms ere used for the first time, the questions can be modified to 
whatever extent the Examiner deems advisable. : 


General Information (TCT-8) - It will ordinarily be found convenient and 
advisable to use this s le in conjunction with the "Trust Examiner's 
Questionnaire" discussed later in this Section. 


If a question on this schedule points to a practice or condition 
subject to criticism or extended comment, the Examiner's remarks should in 
most instances be included with the "Conclusions and Recommendations” rather 
than on this schedule, with an appropriate reference made to such treatment 
in answer to the question. 


Attention is particularly directed to Questions 4, 5, and 6, which 
deal with the trust ccmmittee and the periodic analysis and review of trust 
assets. These questions are believed of more than usual importance and it 
should be determined that the responsibilities of the board of directors and 
the trust committee in these areas have been fulfilled. Management's respon- 
sibilities are commented on in detail later in this Section. t 


Trust Examiner's Questionnaire (PCT-28, 29, 30, 31, and 32) - This section 

of the Report is &@ wor paper and sho not be included in the completed 
Report. It is intended primarily to serve as a reminder and guide for the 
Examiner in reviewing the policies end prectices of the department ahd their 
effectiveness. During the course of the examination, reference to the many 
questions contained in this section will usually reveel matters subject to 
criticism or comment. This section therefore should be of material assistance 
to the Examiner in preparing his criticisms, remarks, and reccmmendations. 


In very small departments, extended reference to this questionnaire 
will eas a rule be unnecessary in view of the inclusion of TCT-8 in the Report. 


Other Schedules of the Open Section of the Report of Examination - Other 
schedules in the m Section serve spscific purposes and are believed to be 
self-explanatory. Conditions will be encountered from time to time which 
cannot be readily reflected on the regular schedules. In this event, it will 
de necessary for the Exeminer to prepare special schedules and the blank page, 


TCT-23, may be employed for this purpose. 


Confidential pestionn ae 25, 26, and 27) - This section is in several 
respects 5s to the sidential Section of the commercial department 
report forms, particulerly with reference to the information required on 
the management of the trust department. 


-In assigning © management rating, the adjective ratings of Good, 
Satisfactory, Fair, Unsatisfector;, and Poor employed in rating management of 
the commercial department shculé be used. ‘The definitions of these adjective 
retings set out in Section Q apply to the rating accorded the trust depertment, 
and the instructions conteined in Section Q relative to preparation of the 
Confidential Section of the commercial department Report of Examination and 

i rating are to be followed in the preparation of the Confidential 
Section of the trust department Report. The duties and responsibilities of 
management es described below should be kept in mind when a management rating 
is established. i 
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Trust exemination procedure is not rigid or fixed, and the determina- 
tion of the scope of the excnination lies, in sore measure, in the exercise of 
the Examiner's individual discretion. ‘The Examiner is expected to broaden or 
restrict the scope in such ranner as circunstences seem to require. Many de- 
tails of the exumination may be assumed to have been performed and need not 
necessarily be enumerated if such is the case. . Tais would include such items 
as: . 


(1) Proof of cesh end verification of cash subsidiery records 
with the general ledger. 


(2) Proof of individual trust account totals and reconcLlement 
with the general ledger. 


(3) Physical verification or tracing of all trust assets. 


. (&) Investigation and analysis of overdrefts, advances, and 
lerge cash balances. 


(5) Reconcilement of bank accounts. 


conducted. 


Contingent Liabilities 


Certain definite rules of ection governing trustees have been laid 
down by statutes and court decisions. A violation of any of those rules of 
conduct or & failure to carry out the terms of the trust instrument or court | 
order will create a potential liability. Whether this liability is transferred | 
from @ contingent liability to an actual liability will depend upon the action ‘ 
of the parties. = 


A discussion of several types of contingent liabilities follows: 


(1) Violation of Terms of Trust Instruments and Court Orders. 


Where the ‘terms of the trust instrument or @ court order direct 
that a certain thing be done or prohibit the doing of @ certain thing, the 
dank will de guilty of & breach of trust if it violates the terms of the instru- | 
ment or court order. Should it be ascertained that by carrying out the terms \ 
of a trust instrument the estate will suffer a loss or hardship, epplication 
should be made to & court of competent jurisdiction for relief, but the terms 
of the instrument or order mst be followed until modified by the court. 


(2) Self-dealing. 


A clear statement of lew regzrding self-deeling was expressed 
: U. 8. Supreme Court in Michoud v. Girod, 11 L. Ea. 1076, 45 U. 8. S01; 
How. 503: 


"The general rvle stands upen our great moral obligation to 
refrain from placing ourselves in reletions which ordinarily 
excite & conflict between self-interest end integrity. It 
therefor prohi>its a party from purchasing on his ow account 

that which his duty or trust requires him to sell on account 

of another, and from purchasing on account of enother that 

which he sells on his own eccount. In effect, he is not allowed | 
to uuite the iwo opgusite chereciers of bayer and celler, Seowc | 
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his interests, when he is the seller or buyer on his own account, 
are directly conflicting with those of the person on whose 
account he buys or sells." 


As such transactions may de set aside within a reasonable time after 
notice, at the instance of the beneficiary, the trust company may have to stand 
any loss by reason of’ depreciation or loss of-income. The prohibition against 
self-dealing applies with equal force to affiliates. 


Fiduciary funds should not normally be invested in loans to or obliga- 
tions of directors, officers and employees of the bank and their interests. 
Any such loans or obligations found should be treated fully in the schedule 
provided on Form TCT-18. Any specific authority for acquiring or continuing 
to hold any such loans or obligations should be indicated. In the absence of 
specific authority to hold such loans or obligations received "in kind," bank 
has the obligation to obtain proper order to retain or to seek an early but 
favorable sale of these assets. 


For the same reasons o¢ propricty, a bank should not invest fiduciary 
funds in its ow obligations or stock, or in the obligations or stock of its 
affiliates. When any such obligations are received "in kind," the bank should 
use due diligence in selling such assets at an early date unless it has or 
obtains specific authority from all interested beneficiaries to retain the assets 
in the fiduciary accomt. Examiner in reporting obligations or stock of the bank 
or its affiliates held in fiduciary accounts should reflect full details of the 
manner obtained, the period held, and the authority by which such assets are 
retained. 


In determining whether a corporation or other business enterprise 
constitutes “an interest" of a director, officer or employee of the bank under 
examination to be reported by Examiner, the following general rules may be 
applied. If the connection of the director, officer or employee of the bank 
ie merely nominal, if the director, officer o> exployee is connected in a minor 
capacity only, or ifthe director, officer or employee does not exercise any 
material control, the Examiner may, in his discretion, not include these loans 
or obligations in the schedule on Form TCT-18. 


(3) Coumingling- 


The assets of each fiduciary account should be kept separate from 
doth the assets of other fiduciary accounts and the assets of the bank, and 
there should be no commingling. In carrying out this responsibility, the bank 
ehould earmark all aysets in the name of the fiduciary eccount. For example, 
mortgages, deeds, stocks, registered securities and obligations should be in 
the name of the bank, as fiduciary for the account, or in the name of the 
nominee. If the bank is acting in a capacity such as agent or eustodian, regis- 
tration would, of course, be in the name of the principal. In scme States, 
however, 8 trustee may deposit uninvested trust funds belonging to several 
fiduciary accounts ih a single deposit account in the bank administering the 
account or in another bank, provided the deposit account is designeted os a 
deposit of fiduciary funds and the records of the bank administering the fiduciary 
account reflect the interest of each fiduciary account in the deposit balance. 


(4) Legal lists, the prudent man rule, and conversions. 


Many States have enacted statutes listing assets in which the 
tank may invest the funds of the fiduciary accounts. The Examiner will have 
to determine whether’ the statute merely permits the bank to invest in the 
named securities or requires the trustee to invest only in the named assets. 
If the sté&tute is permissive rather than randatory there does not appear to 
ve any reason why the bank might not make irwestments outside of the approved 
list. However, if it does so it will be required to use the care of an ordi- 
nearily prudent business man. 


The prudent man rule, or Massachusetts or American rule as it is 
variously known, generally applies in those States where there is no statutory 
list relating to the type of investments required or permitted by trustees. 

In the case of Harverd College v. Amory, the Supreme Judicie] Court of Massa- 
ebusetts cota: 
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"All that can be required of a trustee to invest is that he | 
shall conduct himself faithfully and excreise 2 sound discretion. 
He is to coserve how men of prudence, discretion, and intelli- 
gence manage their ow offsirs, not in regard to speculation, 
Dut in regard to the permanent Gisposition of their funds, con- | 
sidering the prob=ble income as well as the probable safety of | 
the cepitel to be invested." | 
In some States, however, the Massachusetts Rule has been altered to 
specify thet unless otherwise requiced by the terms of the trust, trust funds 
may be invested in such sccurities 23 an ordinarily prudent man of intelligence 
and integrity, who is a trustee of the moneys of others, would purchase. 


Should the trust instruzent c'voct the bank to make certain invest- 
ments, although owtside the statutory 7. :,. it will be liable if it feils to 
follow the terms of the trust instrument, unless the bank is relieved from 
complying with the terms thereof by @ court of competent jurisdiction in an 
action wherein all of the necessary parties are before the court. 


Unless there is a controlling direction by the settlor, by stetute 
or court order, the bank is under a duty to convert "non-legels" into "legals" | 
within a reasonebdle time after accepting the trust. This is limited to the ; 
extent that the bank may retain the investment for a reasonable time in order | 
to obtain the best sales price. | 

(5) Real Estate Mortgages and Real Estate. 1 

| 
Loans secured by real estate mortgages or deeds of trust appear | 
to be proper investments for trust funds in ell States. The Examiner will 
determine from the statutes or decisions the limit that may be lcaned on donds | 
or notes secured by real estste and if the loan exceeded the limit when made 
it should be reported. 


| 

Loans secured by second mortgages are generally disapproved by courts 

of equity and each such loan should be listed unless unusual circumstances | 
exist. . 


In the absence of directions in the trust instrument or of special 
circumstances the benk should be extremely ceutious in investing trust funds 
in real estate. The bank may, if dtrected to furnish the beneficiary with & 
home, purchase reel ectate re cher than pay rent, dut in such cases it should 
first obtein court approval. The bank ray bid in property at a foreclosure 
sale in order to protect “ne beneficiary's equity, but if it does so it should | 
dispose of the same as scion @3 & reasonable price can be obtained. 


(6) Deposits with self. 
i 

Some States by statute or court decision authorize @ bank acting | 
in a fiduciery capacity to deposit uminvested trust cash in other departments | 
of the bank for e reesonedle length of time while awaiting investment. Other | 
States have ty statuce or court decision edopted the equitable doctrine that | 
@ bank may not coxmingle trust funds with its owm funds. Some courts have 
held that where a tank depJsits trust funds with itself it is liabdle to on 
trust for interest et cusvent rates. Where the bank io authorized to deposi 
uninvested trust funds in ovner derartzcats, the Exeminer will determine hates 
such deposits are to te protected by a pledge of security. If so, the Exaniner 
will determine that the proper securities, both as to amount and type, have 
been pledged. 
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(7) Acts without consent or approval of co-trustce. 


Co-trustees are joint tenants and must execute the duties. of 
the office in their Joint capacity. Where discretion and judgment are required, 
as distinguished from purely ministerial acts, the joint action ot the trustees 
is required. A sale or purchase of securities is held to involve an exercise 
of discretion or judgment and requires the joint action of the trustees. The 
bank should have the written epproval of co-trustees to the purchase or sale 
of all securities, and where such approval is not in the file the Examiner 
will schedule such assets. 


(8) Failure to Invest. 


Some States kave by statute fixed the maximum length of time a 
trustee may keep in excess of a relatively small amount of trust funds unin- 
vested and have prescribed that interest shall be paid on uninvested funds. 

It is to be noted that executors end administrators as a general rule are 

not authorized to invest the funds coming into their hands, and unless author- 
ized to do so by statute should not invest the funds of the estate without 
the approval of a court of competent jurisdiction. 


Unless the trust instrument or court order provides otherwise, a 
trustee is under a duty te invest. Should it fail to carry out this duty, 
4t will be liable for loss of income, and if it were under duty to invest in 
a certain named investment it may be liable for the loss of the increase in 
value of the principal should the asset have risen in value. 


Common Trust Funds 


A common trust fund is a fund maintained by a bank or a trust 

company exclusively for the collective investment and reinvestment of money 
contributed to the fund by the bank or trust company in its capacity es 
trustee, executor, administrator, or guardian, and in conformity with the 
applicable State statutes or regulations of the appropriate authority. Such 

a fund is a meens of centralizing fiduciary investments. particularly for 
smaller trusts, and ‘for enabling wider diversification and closer investment 
supervision for a greater number of accounts. It also reduces the adminis- 
_ tration overhead and enables greater operating economy et no reduction in fees. 


In the absence of a statute or regulation perteining particulerly 
thereto, the following observations are believed to constitute generally 
accepted practices regarding certain aspects of the establishment and adminis- 
tration of a common trust fund: s 


(1) The establishment and administration of the common trust 
fund shovla be in accordance with a written plan. This plan should be examined 
and approved in writing by competent legal counsel, and epproved by resolution 
of the bank’s board’of directors. The written plan should include the invest- 
ment powers of the benk with respect to the common trust fund, the allocation 
of income, profits, end losses, the terms and conditions governing the admission 
or withdrawal of perticipations in the common trust fund, tke basis and method 
of valuing essets in the common trust fund, the basis upon which the fund may 
be terminated, and such other matters as may be necessery to define clearly the 
righte of participants in the common trust fund. 


(2) Participation in the common trust fund should be at the 
direction of the trust sommittee efter it has been determined that none of 
the common trust turd investments are illegal investments for a particular 
trust. Each party involved should be notified when the initial participation 
din the coimon trust fund is made. 


(3) A valuation of assets should be computed at least every three 
months, and no participation showi. ce admitted or withdrewal permitted except 
on the tesie of such evaluetion and on such valuetion date. Any veriods of 
grec: subsequent to the veluetion date should be established by tne board of 
directors. 
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(4) The State statutes may require periodic accountings to a 
clerk of a particular court and/or the State supervisory authority. when not 
required by law or regulation, regular accountings should nevertheless be 
complied for the comnon trust.fund and made aveilable to all parties interested 
in tae fund. A good practice would be to meke accountings coincident with an 
eudit of the common trust fund. 


On examination, the Examiner will accord the assets representing 
the investments of the common trust fund the identical appraisal and verifi- } 
cation given assets held for individual accounts. Compliance with statutory i 
requirements uust be devermined end the edequacy of the accountings established. | 
The Examiner should satisfy himself that the investment and administration l 
policies are consistent with current accepted practices. 


Self-Administered Bonk Exployse Trusts 


In esteblishing a plan for the benefit of its own employees, a bank 
exercising fiduciary powers has the choice of making the trust self-edminis- 
tered by the bank. Whtle such a trust is in general no different from any 
other fiduciary account administered, the self-interest of bank management 
and of employees naturally present in any bank employee trust is such as to 
merit the special consideration of the Examiner. 


It is @ general axiom that a bank has a definite responsibility, 
moral as well as legal, not to deal with itself in the administration of a 
fiduciary account. The wise course for it to adopt, therefore, is not to 
deal with itself in any way, directly or indirectly, with respect to its 
fiduciary account, no matter how praiseworthy its motive might be or how 
beneficial to the interest of the fiduciary account a particular transaction 
might seem. 


While this responsibility exists in every fiduciary account edminis- 
tered, the bank must seek weys in administering bank employee trusts of estab- 
lishing safeguards esainct the possible moral and legal charge thet its self- 
interest has been permitted to predominate over its integrity. For example, | 
the fiduciary agreement should contain carefully drawn and explicit rules i 
treating all elerents of the conflict of interest. If it be the intention 
to invest the fiduciary funds in any direct or indirect Obligation or interest - 
of the bank, or of any of its directors, officers or employees, the agreement i 
should be specific and detailed in this regard. Although -ermed with specific ! 
authcrity to invest the funds of the bank employee fiduciary account in its | 
own stock, the propriety of its action is subject to close examination. Whereas | 
it -igh” te 9 definite rart of the designed plan end to the benefit of the : 
emp. yt=s for the investment funds cf a profit-sharing trust to be used to 
@cquire stock of the bank, the investment of the funds of a pension trust in 
the bank's own stock might be self-interest to the degree of self-desling. 
If the investment constitutes a sizeable portion of the fiduciary account, 
the question of adequate risk diversification exists. 


| 
| 
Any element involving the question of self-interest and dategrity of | 
the bank should receive the special ettention of the Examiner end should be | 
disclosed in the examination report in the appropriate manner depending upon | 
the circumstances involved. Where definite self-dealing is encountered, the i 
Examiner should fully disclose the conditions in his report and should recom- 
mend to management that steps be taken to correct the situation. ‘The Exaniner | 
obviously must exercise care and accuracy in his treatment of the cases 

involving conflict vetween self-interest and integrity and of any charges of 
self-dealing both in dealing with bank management and in his Report of Examina- 
tion. 
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MANAGEMENT RESPONSIBILITIES 


Board of Directors 


The ultimate authority of and responsibility for the bank rests 
with its board of directors. The board of directors thus has the authority 
and responsibility for the trust department, and for the administration of 
fiduciary accounts from the decision to accept the account to its final 
closing. The bank, however, could not function effectively without the board 
of directors delegating authority and responsibility to committees of its own 
members, to its staff members, and to its legal counsel. The board of directors 
retains final responsibility for all delegated matters and in order to remain 
free of moral and financial accountability, they must maintain the proper 
degree cf supervision of their delegated authority and responsibility. As 
releted to the trust: department and to trust administration, the board of 
directors can exercise the proper degree of control and supervision by: 
(1) Formulating policies for the guidance of the trust department in its 
administration of fiduciary matters; (2) requiring that it be kept informed 
concerning all trust! matters through regular reporting by all committees; (3) 
considering as a composite body the important trust matters presented; 
{4} deciding or approving the actions to be taken or which have been taken rela- 
tive to these important trust matters; and (5) conducting, or having conducted 
for it, @ suitable audit of the operations of the trust department. Only through 
its written records can the board of directors demonstrate for all concerned 
that it is exercising its authority and responsibility in trust matters in a 
satisfactory manner so as to keep it free of moral and financial accountability. 
Consequently, the minutes of the board of directors should reflect consideration 
of and decisions reached with respect to all important matters, and on reports 
of all committees. 


Where deficiencies or weaknesses exist in the discharging of 
authority and responsibility by the directors or in the proper recording of 
the actions taken by them, it is the duty of Examiners to inform the management 
of the bank of the importance of correcting the deficiencies and weaknesses 
in a manner vhich will relieve the bank of any charge of moral or financial 
liability, and to include such matters in the examination report. 


* Trust Committee 


While e doard of directors is responsible for the administration 
of fiduciary activities, for practical reasons it often appoints a trust 
committee to assist in this function. Discussed below are certain of the 
administrative responsibilities charged to the board of directors which may 
be delegated to a duly appointed committee: 


{2} Accept new accounts. It is desirable that accounts be 
reviewed prior to acceptance in order to determine the workability of instru- 
ment provisions, the! composition and nature of assets and any accompanying 
administrative problems, as well as the ability of the trust institution to 
edequately provide the fiduciary services required. 


(2) Approve closed accomts. Closed accounts should be re- 
viewed in order to determine that the bank's responsibilities have been 
properly discharged and that there is no further liability. 


(3) Decisions regarding discretionary distributions, extre- 
ordinary expenditures and like matters. Discretion is one of the most 
importent powers that can be vested in a fiduciary and it is believed that 
such power should be'no further removed from the board of directors than its 
duly appointed committee. 


(&) Approve investments. The committee is responsible for the 
purchase and sale and retention of investments. ‘Whenever a bank has full and 
unrestricted power of investment or to the extent it hes such power it has a 
twofold responsibility; namely, the conservation of the assets originally 
entrusted to its care or later acquired and the production of as good an 
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income therefrom or growth in value thereof as is consistent with safety. 
Investment skill is essential to the realization of these objectives. It is | 
important to remember that legal or moral responsibility for the investment 
function cannot be delegated to investment counselors or any investment experts. 
However, their cseisience is invaluable when internal investment skill is not 
adequate to the investment considerations involved. In any event, the committee 
end the board could not be expected to exercise prudence in retaining, acquiring, 
or disposing of assets for accounts unless full information concerning the items 
under consideration, es well es ull deteils of the particular accounts, is at 
hand when investment transactions are considered. 


(5) Review accounts. All accounts should be reviewed at least 
once in every twelve month period and more often as circunstences may require. 
The review should provide that the committee have before it for eech account 
& synopsis sheet, @ record of all assets with individual yields, and the 
emount of princips] cash on hand. Appropriate records should be kept of the 
reviews with the directives of the committee recorded thereon. 


In the performance of any of its functions, it is important that 
the trust committee clearly set out in its minutes any important matter 
considered and ite conclusions in connection therewith. 


Trust Officer 


While the board of directors or its committee is responsible for 
Tiduciery activities it is most always necessary to appoint a person to carry 
out many ofthe administretive functions. - In view of the specialized nature 
of fiduciary business it is customary to place all detail operations under 
the active supervision of an executive officer whose responsibilities would 
include the following: 


Administer the various accounts. 
3) Report all matters to the trust committee requiring 
its attention. 
- (&) Execute policies and instructions of the board of 
directors and the trust committee. 
£3) Naintain adequate records and controls. 
6) Protect all assets. 


e } Represent the bank in all fiduciary matters. 
2. 


Legal Counsel 


In view of the rany legal problems that arise in connection with 
fiduciary relationships it is almost imperative for the bank to retain the 
services of competent counsel who will be reedily available to pess upon- 
fiduciary matters. The ability of the officers and directors to discern the 
instances in which legal assistance will be necessary, in order to avoid 
embarrassment and possible surcherge, is an important factor in successful 
operation of a trust department. 


Size of the Trust Department 


The size of the trust department, es measured by the assets and 
accounts it is servicing and the complexity of the trust administration, in 
no way relieves the management of the need to exercise its authority and 
responsibility in accordance with the management responsibilities described 
above. Although there may be no full time trust officer and no active trust 
committee in the small trust department, the authority and responsibility 
of these management factors must be exercised by the full board of directors 
and by its designated estive staff member. 
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FOIC FORM tt4 5.1.59 


STATEMENT OF PRINCIPLES OF TRUST 
DEPARTMENT MANAGEMENT 


The minimum requirements for sound banking practices in the operation of a Trust Department, and 
as safeguards for the protection of depositors, fiduciary beneficiaries, creditors, stockholders and the 
public, should include: 


(1) Operation of the Trust Department separate and apart from every other department of 
the bank, with trust assets separated from other assets owned by the bank and the assets 
of cach trust account separated from the assets of every other trust account; and 


(2) Maintenance of a separate set of books and records for the Trust Department in sufficient 
detail to properly show all Trust Department activities. 


The board of directors should, by proper resolution included in its minutes: 
(1) Designate an officer, qualified and competent, to be responsible for and administer the 
activities of the Trust Department, and define his duties; 


(2) Name a trust Committee consisting of at least three directors, at least one of whom 
shall not be an officer of the bank, to be responsible for and supervise the activities of 
the Trust Department; 

The Trust Committee should: 


(a) Meet at least once every month; 
(bd) Review the assets of cach trust account at least once during each period of twelve 
months; 


(c) Approve all purchases, sales and changes of trust assets; 

(d) Approve the opening of all new trust accounts; 

(©) Approve the closing of trust accounts; 

{f} Keep full minutes of its actions, including its actions on matters included in (a) 
through (¢) above; 

(8) Make periodic reports to the board of its actions. 


(3) Provide competent, legal counsel to advise the Trust Officers and the Trust Committee 
on legal matters pertaining to the administration of the Trust Department; 


(4) Provide for joint custody of trust assets under at least two or more officers and employees; 


(S)} Receive the report of the Trust Committee and record its actions thereon in its minutes: 


(7) Review the examination reports of the Trust Department by Supervisory Agencies and 
record its action thereon in its minutes. 


Nothing herein is intended to prohibit the board of directors from acting as the Trust Committee, from 

ignati additional officers to administer the operations of the Trust Department and defining their 
Cuties, or from appointing additional committees for the Trust Department operation and defining 
the duties of such committees. | 


| 
SECURITIES AND EXCHANGE COMMISSION z Nf yf 
WASHINGTON, D.C. 20549 | 


DIVISION OF 


TRADING AND MARKETS a 


Mr. Frank M. Kleiler, Director | 
U. S. Department of Labor 
Office of Labor-Management and | 
Welfare-Pension Reports | 
8701 Georgia Avenue, Room 202 
Silver Spring, Maryland 26910 
| 


Re: Notice of Proposed Rule-Making Hearing - 
Exemption from Bonding Requirements: 
Investment Advisers; Banks and Trust Companies 


Dear Mr. Kleiler: 


| 
In response to the Notice of Hearing of the Office of Labor-Management 
and Welfare-Pension Reports on the above subject set for August 12, 1968, 
I set forth below at your invitation, a discussion of the Investment 
Adcvisers Act of 1940 which you may find pertinent in your consideration 
of the question whether bonding requirements should be applicable to 
investment advisers. | 
| 
If an investment adviser comes within the definition of that term as 
specified in Section 202(a)(11) of the Investment Advisers Act of 1940 
(the Act), he is subject to the anti-fraud provisions of Section 206 of 
the Act, irrespective of the registration requirements of Section 203(a) 
of the Act. While in some cases an investment adviser may be engaged in 
a "transaction, practice, or course of business which operates as a 
fraud or deceit upon any client or prospective client" in violation of 
Section 206(2) ‘of the Act if he operates his business with insufficient 
financial resources to meet his commitments and obligations ‘to customers, 
unlike the Securities Exchange Act of 1934 (see Sections 8(b) and 15(c)- 
(3)), the Investment Advisers Act does not contain specific authorization 
for the Commission to provide safeguards for clients by prescribing 
specific financial responsibility requirements for investment advisers. 
Consequently, no financial responsibility requirements are imposed upon 
investment advisers as a condition of registration or the operation of 
their business. 
The Act covers a broad spectrum of investment advisory activities, 
ranging from the publication of periodic material on a subscription 
basis to the performance of investment supervisory services, namely, 
the giving of continuous advice to clients as to the investment of funds 
on the basis of the individual needs of each client. 
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Mr. Frank M. Kleiler, Director 


If an investment adviser has custody or possession of funds or securities 
of clients, Rule 206(4)-2 under the Act does provide that, unless he is 
also a registered broker-dealer subject to and in compliance with the net 
capital rule of the Commission or of a governing national securities 
exchange, it shall constitute a violation of the anti-fraud provisions 

o2 Section 206(4) of the Act if the investment adviser fails to (1) 
segregate the securities, (2) deposit the funds in an account containing 
only customers’ funds and maintain a separate record for each customer's 
account specifying details as to deposits and withdrawals, (3) make 

timely notification to the client of the place and manner in which funds 
and securities will be maintained, (4) provide each client not less than 
once every three months with an itemized statement of the client's account 
at the end of the period and of the activity in the account during the 
period, and (5S) Have a surprise audit made by an independent public account- 
ant at least once each year, in the course of which the accountant verifies 
all of the funds and securities of clients by actual examination. However, 
this is only an anti-fraud rule, and the investment adviser subject to it 
is not subject to any general financial responsibility requirements,, any 
more than any other investment adviser, whether registered or not. In 

any event, the application of such a rule has a very narrow compass, 

being limited to a very special type of investment adviser. 


In view of the above, the Commission would not recommend that registered 
investment advisers, as a class, be granted an exemption from the bonding 
requirements of Section 308d(a) of the Welfare and Pension Plan Disclosure 
Act pursuant to the authority contained in Section 308d(e) of that Act. 


Ociate Chief Counsel 
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coverage, then explaiiing to the Corporate officer, who gener 
ally has had no knowledge of this kind of problem, that it is 
necessary for us to b> insured. We also have done verious 
checking with insurance companies who give conflicting advice 
depending on what day of the weekit is, apparently, because, 
again, of lack of exp2rience on their part with this very 


specialized area. 


We have a proposal, basically, of the kind cf pro- 


tection that we think would be adequate as far as - ~ we have 
no - ~ if there are mombers of the Association who ac not fit 
this kind of classification, we would still feel that these 
conditions should be involved in any exemption. That is, if 
Investment Counsel has no contact with cash, cheek, oz similar 
things, has no power to secure physical possession of the cash 
or other property, has no power to transfer property, other 
plans to themselves, had no power to disburse funds or other 
property, had no power to sign or endorse checks, then under 
those circumstances, where the only power is to purchsse a 
sale or direct the purchase of a sale of securities z.gainst 
the delivery of funds or securities of counter value, and by 
that I mean the Investment Counsel - - the only powex: of the 
Investment Counsel is to direct the Bank to deliver the par- 
ticular security and receive the cash from the broker or 

| 


dealer or vice versa. ‘Then, in that instance, the risk of 
| 


loss from fraud or dishonesty is negligible. | 
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records of the security transactions on all employees in conn- 
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ection with this in order to see that there isn't a conflict. 
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This doesn't apply just to Executive Offices out it 


includes everybody who makes a recommendation or participates 
in vhe decision or whose functions relate somehow to the re- 


commendation. It is fairly clear, I would say, that the only 
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risk of loss must be in some sort of a misdirection of invest- } 
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ments. 


pers raratas 


This is an extremely limited possibility. No such 
case of misdirection has come to our attention. 
Now our recommendation is that an exemption be 


granted for Investment Counsel who are registered with che SEC 


have power to acquire possession of the funds or secur:ties. 


and who do not take custody of fundsa@ securities and Go ‘not | 


If the Department feels that the risk involved is 
negligible and doesn't fit within that section of the Act and 
that some bonds should be required we would request thas it 
be handled in some method of blanket bonding rather the. what 
turns out to be a very, very expensive bonding requirenent of 
individual bonds for each plan for an Adviser. 

For example, according to my conversation w2ta one 
or another insurance company, the highest rates would be paid 


ee 0 nn wat ee ce es 


in any event. For example, if you had 10 ,$500,000 Bonds, re- 


me fate 


quired, and therefore had a single contract for $5,000.000, 
every increment would be charged at the same amount, the top 
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Our statement of principles permits our Member 
Associations to have custody. I don't know if a of our Meme 
bers have done that. ‘There are special regulations unéer the 
Investment Advisers Act concerning custody. Our assumption is 
in this presentation that if you can't get custody, if you can! 
get at the securities, then the risk is negligible, and that 

: there is a close policing by the SEC of what you do in terms of 
| the misdirection, ! 

MR, GORDON: I can see the latter point going to the 

; question of whether or not an exemption should be granted by 
i virtue of this regulatory supervision, but as to the first, I 


am a little bit confused. | 


We have heard statements made here that there are si 


i ations where Banks are in the business of providing investment 
services without necessarily having custody of the funds. 
These institutions are - - they have a bond. They 
i are required to have a bone and the bond covers the perf ormance 
an this function so that if there is any frauduient or other 
dishonest acts with respect to the carrying out of this function 
resulting in a loss to the particular Welfare Pension Plan in- 
volved, the Bank's bond presumably would provide protection. 
We have also heard that the supervision exercised by 
; the Banking Authorities would extend to the Piduetary performance 
| of this obligation, taken on by the Bank as Trustee - - not as 
Trustee but as investment adviser, in a way. | 
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MR. CASEY: Well, I am not sure I understand exactly 
your question but first of all, my understanding is tonds for 
Banks are FDIC bonds. It isn't a Labor Department or special 
Welfare Disclosure Act bond. Is that correct? 

MR, GORDON: A bond required by the FDIC could be 
obtained by the Bank. 

MR. CASEY: Right. And there are some Banks which 


are not so bonded. Am I correct on that? 


MR, MEALY: I think it has been testified to in that 


MR, HALE: i am not aware of any of that, or not. 
But it is theoretically possible some do not have. 

MR. CASEY: With that background, I would agree with 
you, Mr. Gordon, that in this rare instance. It is rar on the 
part of Banks not to have custody and to have the power to di- 
rect the investments that the situation is virtually apparent 
as far as Investment Counsel are concerned, and if you rely on 
the FDIC bond in this instance, there should be a method of 
some sort of reasonable bond required of Investment Counsel. 

MR. GORDON: But in fact there is no bond apparently 
required by the FDIC on Investment Counsel, is there? 

MR. CASEY: No. 

MR. GORDON: And there is no supervision exercised 
by the Securities and Exchange Commission with respect to any 
private bonding arrangements entered into by Investment Counsel} 
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is there? 


MR, CASEY: No. 


But back to this problem, There igs no method by 
which we could submit our Firms' bonds to the Labor Department 
for blanket bond. for approval in terms of establishing that 
there is a financial responsibility on our part. : 

MR. GORDON: Why is that? The scope of this Hearing, 
as I understand it, is geared to the question of whether or a 
by virtue of the regulatory supervision exercised by the Se- 
curities and Exchange Commission, whether it is unnecessary, 
by virtue of that supervision, for Investment counsel to ob- 
tain a bond in accordance with the requirement of the Welfare 
and Pension Plans Disclosure Act. 

MR, CASEY: Yes. | 

MR. GORDON: I assume that without necessar iy de- 
termining the question, that nothing would preclude a particu- 


lar Investment Counsel or a class of them from coming in on 


OTE RTT PERE DSAAOR S tO SORA LE POC PALES IS 


some other basis and saying they would like an exemption dut 


eens we 


| 

this Hearing is confined to the question of whether, oy virtue, 
of the supervision exercised by the SEC, they don't need to 
comply with the Act's bonding requirements. Therefore. what I 


am trying to ascertain is what aspect is it of regulation by 


serve meres) me nemenge cen wee 


the Securities and Exchange Commission which pertains to wheth 
er or not they don't need a bond. | 


MR. CASEY: We, in terms of Item No. 3, are respond- ; 


H 
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how often they are conducted. It is my understanding that the 

are conducted periodically and also if the Commission receives 

@ complaint as to a particular firm, but just considering the 

periodic aspect, do you have any figures available on how ofte 

for instance, within the past five years, a particular Invest- 

ment Counseling Firm has been instructed by the Commission? 
_—_——— 

MR, CASEY: Mr. Padegs points out, in the last four 
years in which it was reported, through June of 1965, they had 
made over 960 inspections of registered Investment Advisers. 

MR, MEALY: Do you know how many firms were involved 

MR. SACKER: How many registered? 


MR. HELLER: Mr. Examiner, if I may, I think it's 


hard to tell how many Investment Adviser Firms are registered 
because the SEC doesn't keep a current account or, up to re- 
cently, has not. There are roughly about 1630, the last time 
anybody made an account of Investment Advisers. This covers 
the very broadest spectrum of Investment Advisers , anybody 
who gives any kind of advice to the Public Bulletin Service, 
and so on. 

The Investment Counsel Group, which is the Invest- 
ment Supervisory Group, numbere somewhat over 300 - - we would 
guess around 325 Firms, most of whom are not really, as far as 
we can tell, engaged in offering their service to the public, 
It includes people like Boston Trustees, some of the Family 
Foundations, and so on, who, for their own purposes, meet the 
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requirements and are registered with the SEC as Investment 
Counsels. We would guess of firms offering their services to 
the public, there might be slightly over 100, but that is a 
guess. We don't have figures of how many meubers of the Ass0~- 
ciation, have been examined and how often. : 


From the best figures I have been able to accumulate 
I would say every Member has been examined in the last four 
" | 


years and many, more than once, ! 


The examination started about four years ago, BO 


that 960 inspections, or rather the figure Mr. casey gave you = 


is from the inception of that program to the end of Piscal 
year '66, They were making about 250 examinations a year, in 
the last couple o” years. i 

MR, SACKER?: They examined 250 out of about 1600 
firms which are designated as Investment Advisers and regis- 
tered with the Commission, pursuant to the Act. : 

MR. HELLER: Yes. I think that's fairly accurate, 

MR. SACKER: 7 would imply that there is no assur 
ance that any particular adviser is inspected as often as once 
@ year, | 


MR. HELLER: I think that's fair to sey. 
MR, SACKER: As to the requirements under the Comm- 

issioris regulations, that there be a surprise annual audit, 

this requirement is applicable only if the Adviser actually 


has custody of funds or securities in which the Client has a 


-~ 104 - 


MR, CASEY: Yes. Page 18? 

MR. SACHER: No. Page 7. 

MR. CASEY: Yes. 

MR. SACHER: My ony question is, this statement, 
it says “contents of cash, checks or similar property”. 
And Mr. Lawrence just used the word "custody". Custody of 


funds, securities, or both? 


I misied you simply because as far as we are concerned , as 


MR. LAWRENCE: Both. We would not - - I am afraid | 


investment counsel, confining our business to investment ad~ 
vice, 1% is|so remote that it never occurs to us to say we 
should not have custody of funds. 

You see, we should not have custody of their cash. 
We shouldn't keep their cash or anything of that sort, pe- 
cause we would never, under any circumstances, have access to 
that. It would only be conceivable that an investment counsel 
might have custody of securities of the Plan. 

There is nothing in this statute that bars them. 
There is nothing, indeed, in the Investment Counsel Associa- 
tion's statement of principle and practices which would pre- f 
vent that. 

To t e best of my knowledge, none of the merbers of 
the Association have ever followed the practice of having 


astody. It's a business we don't want to get into. 
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MR, SACHER: None of the Association members ever 


have custody of funds or securities? 5 | 

MR. LAWRENCE: I think that's correct. 

MR, KITTREDGE: I can say, as one of the salesmen, 
that that is correct. | 

MR. LAWRENCE: We may have included that as a pro- 
hibition, if you will, in the statement of principles and 


practices except for one thing. : 

Again, competitively, there might arise a time where 
investment advisers, in order to perform an overait service 
for their clients, in a way which meets the competition of 
banks, could adequately be forced in effect to set up their 
own custody corporations to take custody of something like 
this and in that case, it would be a whole new baligane. I 
mean, we are not asking for anything of that sort. 

MR. SACHER: Is there a figure available you could 
give us as to the number of investment advisers who are regis- 
tered with the Securities and Exchange Commission, who are 
giving advice - - and who are giving advice to the employee 
benefit plans subject to the WPPDA? : 

MR. LAWRENCE: I don't telieve so. 
figure of that? 

MR, HELLER: I don’t think so. I think 1f you look 
at the plans’ reports, - - | 

WR, LAWRENCE: You could perhaps make a census. You 
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exclusively -- for over 37 years. Most of ow Giicnt 


reiationships have been lighly enduring. Por example, 
gome months back ai: internal survey diseiosed chat aincat 
4% percent of our ciients nave retained the coupany's 
service for more than 10 years. in fact, one wl every 
six clients has been with us for 25 or more years. 

We are unlike banks and, indeed, unlike wany ocner 
investment counsellors in that we are without potentially 
prejudicial alliances of any kind. Saat 13, we act only 
in the capacity of investment advisors aim tax consutants 
for a fee. Uniike banks, we nave no trust powers, nor do 
we take custody of a ciient’s securities or funds. We 
do not act as brokers or dealers; ami uniike tie Latier, 
our firm never acts as agent or takes a financial position 
in securities. We likewise do not serve as underwriters, 
and we have no connection with a bank or an affiliation 
with any other financial organization. As an illustration, 
no wutual fund bears our name. Hence, we have no "show 
ease,” so to speak, that could possibly be given considera- 
tion ahead of our clients. - 


We likewise have no special brokers or banks whom 


we favor. Our clients are generally knowledgeable -- most 


are leaders in their own communities -- and they are also 

widespread. I daresay that 90 percent of them are head- 

quartered 500 to 1,000 miles from our New York base. And in 
- 107 - 


One: the limited nature and secpe of our npc 
plus: | 
Teo: .our-S.E.Cc. = required self-policing coupled 
With periodic Surveillance of S.E.C. inspections would 
appear to obviate the need to apply your bonding requize- 
ments to a purse investment advisory organization such as 
ourselves. : 

What a bank does is almost self-evident. In most 
instances it provides an enormous variety of services to 
virtually the entire local population; - services whieh 
entail the handling of cash, checks, bearer bonds and 
other negotiable securities py a great many peopie employed 
ty @ach institution. Hence, the FDIC requirement of a 
bond. But, the scope of an investment advisor‘s activities 
is & great deal narrower. It seems ainost beyond cavil 
that for a pure investment counsellor to be guilty of 
infidelity as respects one of its portfolios, there tust be 
commivance by it, not intramuraliy, out with one and 
perhaps several outside entities at least Aneluding the 
broker who actually effects the portfolio eransactions, ané 


probably with those administering the particniar fund as 


well. | 
| 
The safeguards for such a fund are multiple, I think, 
First, lack of custodianship by the advisor; second, lack. 


of propinquity; third, self-policing; fourth, selectivity 
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[121] 
This, again, is scrutiny. How did this come about? 


Why did it come about? All of this is pervasive in the sense 
£f anyone of us is doing this directly or indirectly, it 
could be ferreted out and indeed should be ferreted out. 

MR. GORDON: You folks have @ blanket bond. What's 
the purposed? having @ blanket bond? 

MR, MC DADE: I don’t follow you. ‘The SEC ~~ 
well, simply, I think it is a matter of good business progress 
We should have a bianket bond. 

MR, HARRISON: May I answer that question? The 
blanket bond covers not only losses incurred by our clients, 
but also lcsses incurred by ourselves from dishonest acts of 
employees. 

MR, GORDON: Have there been any claims under this 


MR. HARRISON: None. 

MR. GORDON: How many times has Fiduciary Counsel 
been inspected by the SEC, say within the past five years? 

MR, HARRISON: Once, three years ago. 

MR. MC DADE: They didn't have power five years 
ago. Tre statute did not have power of inspectiond’ investe 


ment advisers until 1964 or 5. 
MR. GORDON: I see. 


MR. ROSE: I would like to clarify one thing, if 


MR. MEALY: Speak up, wili you? : 

MR, ROSE: Someof the testimony referred to this 
morning led me to believe that it is the position of Fiduciary 
Counsel, Inc. that the powerd? the Secretary of Labor of the 
section 13(e) of the Welfare and Pension Plans Disclosure 
Act was limited to the granting of exemptions on an individu 
al basis and that there is now authority to grant on a cross 
basia. Is that your position? : 


| 
MR, SHIPLEY: Well, that seems to be the position 


of the Court. 
| 
. MR. GORDON: Mr. Shipley, the Court did not rule 


on that point, | 
MR. ROSE: My question is, "Is that what you are 

contending here this morning?” | 
MR, SHIPLEY: No, Our position is that Fiduciary 

Counsel and similarly situated non-custodial investment ade 

visers, registered with the SEC should, of course, be exempt. 

That's the question posed, by the hearing notice. We. believe 

the Statute does permit the Secretary to have flexibility 

and we believe banks and trust companies regulated as they 

are should be exempt as a class, as they are now, under the 

Rule. We believe you can make a case to meet the criteria 

of the Statute. That is the risk, the financial responsibility 

of the Plans. In fact, the risk is 80 negligible in terms of 

what we are talking about. The statutory purpose is to. 
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tue bank doesn't have custody of the funds or securities. 

iMR. LACKMAN: I think there is a big distinction. 
The testimony of Fiduciary Counsel and the ICI, at their 
last meeting, was to the effect that no investment adviser 
had custody of the assets. Banks, generally have custody 
of the assets. What I think I said last time and what I 
would say today is that there are only a few instances that 
I know of where the bank did not have custody of the assets, 
but in those cases the investment work is done by the same 
people who handie the investment work for those accounts 
where we do have custody of the assets and the officers' 
employees are therefore covered under 2 blanket bond. 

MR. HALE: Would it perhaps answer your question to 
say that there is probably no bank which only gives in- 
vestment advice, or a trust company which only gives invest- 
ment advice? Any given bank which normally holds a security 
may, on any given occasion, give investment advice without 


holding it, but that's the exception. 


MR. SHIPLEY: If I think - - may I interject some- 


thing, Mr. Gordon, on what Mr. Hale has said? 

MR. GORDON: Yes. 

MR. SHIPLEY: The investment adviser who is re- 
quired to be listed on any Federal Securities Laws is only 
that investment adviser who receives a fee, who sells a 


service. 


DEPARTMENT OF LABOR 


Assistant. Secretary For Labor-Management Relations 


IN THE MATTER OF BONDING EXEMPTIONS FOR 
FEDERALLY AND STATE-REGULATED BANKS AND 
INVESTMENT ADVISERS REGISTERED WITH THE 
SECURITIES AND EXCHANGE COMMISSION 


Section 13(e) of the Welfare and Pension Plans Disclosure 
Act, hereinafter referred to as WPPDA, 29 U.S.C. 308(e), 
authorizes the Secretary of Labor to exempt from the bonding 
requirement of section 13(a), WPPDA, 29 U.S.C. 308d(a), when, 
in his opinion, it is demonstrated that “financial responsi- 
bility" or “other bonding arrangements" would adequately pro- 
tect the beneficiaries and participants of welfare or pension 
plans subject to the Act. 

On June 26, 1968 and June 29, 1968, notice was published iin 
the Federal Register (33 F.R. 9346, 9556) inviting sub- | 
mission of written and oral communication of data, views or 
argument on the following issues: 


1. Whether banks and trust companies subject | 
to Pederal regulation should as a class re- 
tain their present exemption from the WPPDA 
bonding requirement in light of the criteria 
set forth in section 13(e), WPPDA, 29 U.S.C. 
3084 {e) 2 


2. Whether banks and trust companies subject | 
to state regulation should as a class retain _ 
their present exemption from the WPPDA bond- 
ing requirement in light of the criteria in 
section 13(e), WPPDA, 29 U.S.C. 308d(e)? 


3. Whether investment advisers registered 
with and regulated by the Securities and 
Exchange Commission pursuant to the Invest- 
ment Advisers Act of 1940, 15 U.S.C. 80b and 
subject to 29 CFR Part 464 should as a class 
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be granted an exemption from the WPPDA 
bonding requirement in light of the criteria 
in section 13(e), WPPDA, 29 U.S.C. 308d (e) 2 


Details relevant to the background of this rule-making pro- 
ceeding are found in the Federal Register Notice of June 26, 
1968 (33 F.R. 9346) and in Fiduciary Counsel, Inc. v. Wirtz, 
383 F.2d 203 (C.A.D.C. 1967). Pursuant to the same notice, 
hearings on this subject were held on August 12, 1968 and 
September 20, 1968 before John Mealy, a Hearing Examiner 
appointed pursuant to 5 U.S.C. 3105 (Supp. II, 1965-66), 

and the complete record of these proceedings was certified 
to me on October 15, 1968 for a determination of such amend- 
ments to the WPPDA bonding regulations relative to exemptions 
as are appropriate. 


On the basis of the complete record of these proceedings, I 
have made the following material findings of fact and con- 
clusions. 


FINDINGS OF FACT 


Banks and Trust Companies 
Subject to Federal Requlation 


1. Banks 1/ which are subject to federal regulation are: 
(1) national banks which are chartered, regulated and ex- 
amined by the Comptroller of the Currency, which must, by 
statute, be members of the Federal Reserve System, and which 
are automatically insured by the Federal Deposit Insurance 
Corporation (F .D.L.C.), (2) State chartered banks which apply 
for and meet the requirements for membership in the Federal 
Reserve System and which are automatically insured by the 
F.D.I.C., and, (3) State chartered banks, not members of the 
Federal Reserve System, which apply to and are accepted by 
the F.D.I.C. for insurance. 2/ 


2. All federally regulated banks are required by the F.D.I.C. 
to purchase fidelity bonding. If a bank refuses to purchase 
the required bond, the P.D.I.C. is authorized to purchase 

the bond for it and to add the premium cost thereof to the 
assessment otherwise payable by the bank for deposit insur- 
ance. 3/ 
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3. Bond size in each case is based upon a schedule rec 
ommended by the American Bankers Association, modified by 
the F.D.1I.C. according to the particular condition of ne 
bank. 4/ 

| 
4. In addition to requiring the purchase of bonds, the | 
F.D.I.C. periodically checks the condition of each bank for 
the purpose, among other things, of making certain that — 
bonding protection remains at the proper level. 5/ All | 
state chartered banks which are not federal reserve members 
are examined at least once a year by F.D.I.C. examiners. 6/ 
In the case of national banks and state member banks of the 
Federal Reserve System, examinations are conducted by the 
Comptroller of the Currency and the Federal Reserve Banks 
respectively and the results forwarded to the F.D.I.C. 7/ 
In addition, reports of condition must be submitted by | 
each federally regulated bank. State chartered non-member 
banks must submit four reports per year to the F.D.I.C., 8/ 
which also receives copies of similar reports received by 
the Comptroller and the Federal Reserve System from banks 
under their supervision. 9/ 


| 
Banks and Trust Companies | 
Subject Only to State Regulation 
| 


1. Six states do not require bonding of bank officers and 
employees. 10/ Of the remaining states, only 24 require, 
approval of bond levels and forms. 11/ 
2. State minimum capital and reserve requirements vary 
widely; there is no uniformity. One state has no statutory 
minimum capital requirements. 12/ Another has no statutory 
minimum reserve requirements. 13/ 


3. All states have statutory examination requirements, but 
the frequency of examinations varies. Two-thirds of the 
states require examinations annually; twelve states require 
two per year; one state requires two every eighteen months 
and in two states the number is left to the discretion of 
the banking supervisor. 14/ Over 1/2 of the state super- 
visors reported that their staffs were inadequate for ex- 
amining purposes. 15/ Only 31 states have statutory re-' 
quirements for an annual internal audit by or for the bank 
boards of directors. 16/ | 


[- 3-] 
- 114 - 


Investment Advisers Regulated 
By the Securities and Exchange Commission 


1. The Securities and Exchange Commission (S.E.C.) exer- 
cises regulatory functions over investment advisers pursuant 
to the Investment Advisers Act of 1940. 17/ 


2. Tne S.E.C. does not require bonding of investment ad- 
visers; no otier federal government agency requires bonding. 
Wor does the S.E.C. or any other federal government agency 
supervise bond size and form in those cases where a bond 

has been procured by an investment adviser on its own initia- 
tive. 18/ 


3. The S.E.C. has no minimum capital requirements, nor does 
it require that any minimum reserve be maintained. It does 
impose registration and record keeping reauirements. 19/ 


4. Otner aspects of S.E.C. regulation which are pertinent 

to financial responsibility are periodic surprise inspections 
by the S.E.C. 20/ and the requirement of a surprise annual 
audit by an independent public accountant where the invest- 
ment adviser has custody of funds or securities. 21/ However, 
the surprise inspections by the S.E.C. are infrequent, never 
as often as once a year and sometimes as seldom as once every 
three years or more, 22/ and since very few investment ad- 
visers have custody'!of funds or securities, the overwhelming 
majority are not subject to a surprise examination by a 
public accountant. 23/ 


CONCLUSIONS 


1. Banks and trust companies subject to Federal requlation 
should as a class retain their present exemption from the 
WPPDA bonding requirement since all such institutions are 
required to maintain bonds the adequacy of which is closely 
supervised by Federal regulatory authority. By virtue of 
this supervision, it is concluded that such bonds are “other 
bonding arrangements" within the contemplation of section 
13(e), WPPDA, which provide adeauate protection of the 
beneficiaries and participants of employee benefit plans 
serviced by these institutions. 


2. Banks and trust companies subject to only state regu- 
lation should not as a class retain their present exemption 
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from the WPPDA bonding requirement since not all states 
require bonding or closely supervise the adequacy of bond+ 
ing arrangements entered into, because the financial re- | 
sponsibility requirements of states vary too widely to 
permit a judgment as to their adequacy on a class basis, 
and because the effectiveness of some state banking super- 
vision is in doubt by reason of a reported inadequacy in | 
staffs. It is concluded that state regulated banks as a | 
class do not, within the contemplation of section 13(e), | 
WPEPDA, offer adequate evidence of “financial responsibility” 
of the plans they service and do not have “other bonding | 
arrangements" which provide adequate protection for the 
beneficiaries and participants of the plans they service. 
This conclusion shall not prejudice the right of any 
state-regulated bank or trust company to petition for a | 

| 

| 


bonding exemption on an individual basis. 


3. Investment advisers registered with and regulated by | 
the Securities and Exchange Commission pursuant to the ! 
Investment Advisers Act of 1940 and subject to 29 CFR 464 
should not as a class be granted an exemption from the 
WPPDA bonding requirement since the Securities and Exchange 
Commission does not impose or supervise a bonding require- 
ment with respect to investment advisers, because the | 
Securities and Exchange Commission does not impose or super- 
vise any requirement with respect to investment advisers, 
pertaining to the maintenance of a sound financial condition, 
and because the periodic inspections conducted by the | 
Securities and Exchange Commission are not conducted fre- 
quently enough to satisfactorily insure the implementation 
of the fiscal safeguards imposed on investment advisers by 
law. It is concluded that investment advisers registered 
with and regulated by the Securities and Exchange Commission 
as a class do not, within the contemplation of section 13(e), 
WPPDA, offer adequate evidence of “financial responsibility” 
of the plans they service and do not have “other bonding' 
arrangements" which provide adequate protection for the | 
beneficiaries and participants of the plans they service, 
This conclusion shall not prejudice the right of any in-! 
vestment adviser to petition for a bonding exemption on an 
individual basis. 


In view of the foregoing findings of fact and conclusions, 
I have determined that (1) the existing class exemption | 
from the WPPDA bonding requirement for those banks and trust 
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companies which are federully regulated shall be continued, 
(2) the existing class exemption from the WPPDA bonding 
requirement for those banks and trust companies which are 
subject only to state regulation shall be revoked, and (3) 
investment advisers registered with and regulated by the 
Securities and Exchange Commission shall not be granted an 
exemption from the WPPDA bonding requirement. 


This decision shall be implemented by publication of a 
notice in the Pederal Register proposing appropriate amend- 
ments to the WPPDA bonding regulations, 29 CFR 464, 465. 


Signed at Washington, D. C. this \ i" day of January, 1969. 


Assistant Se¢retary of Labor 


Footnotes | 
(All references to “exhibit" or “transcript" refer to doc- 
uments comprising the record of the Rule-Making Hearing | 

held on August 12 and September 20, 1968) 


1. Unless otherwise indicated herein, the word “bank” 
denotes a commercial bank or trust company. 


2. Thus the term "federally regulated," as regards banks, 
means that one or more of the three federal banking agencies 
exercises supervision over the bank. At the very least, it 
means that the bank is insured by the F.D.I.C. and is sub- 
ject to its regulation. See Exhibit No. 5, letter from | 
William B. Camp, Comptroller of the Currency, Department of 
the Treasury, page 2; Exhibit No. 6, letter from K. A. 
Randall, Chairman, Federal Deposit Insurance Corporation, 
August 7, 1968, page 2; and Exhibit No. 4, Department of 
Labor submission, pages 6, 18, 27 and 28. Statutory auth- 
ority for the regulatory functions exercised by the Comp- 
troller of the Currency is found at 12 U.S.C. 21 et seq.; 
that of the Board of Governors of the Federal Reserve 
System is at 12 U.S.C. 221 et seq.; and Federal Deposit | 
Insurance Corporation functions are found at 12 U.S.C. 1811 
et seq. Federally regulated banks include all but 224 
of the nation's 13,741 banks. Exhibit No. 6, page 3. 


| 
3. The F.D.I.C. reports that it has had no difficulty per- 
suading banks to purchase bonds and has never had to pur= 
chase a bond for a bank. Exhibit No. 6, pages 3-4. 
4. “Examiners are given specific instructions with respect 
to fidelity protection and internal routine and controls. 
Engagement in trust activities is among the factors which 
may dictate a need for insurance in amounts higher than | 
those suggested by the American Bankers Association . .. - 
During the past ten years, special emphasis has been placed 
by the bank supervisory authorities upon the purchase by 
banks of excess employee dishonesty coverage, and a major- 
ity of the insured commercial banks have now purchased 
this extra fidelity protection.” Exhibit No. 6, page 4.) 
The American Bankers Association recommendations for bond- 
ing levels is reproduced in Exhibit No. 28E, American 
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Bankers Association submission, and in Exhibit No. 4, page 38. 
5. Exhibit No. 4, page 37. 
6. Exhibit No. 6, page 3. 


7. The Comptroller's Office examines National Banks at 

least three times every two years, and all trust departments 
are examined annually on a surprise basis. Exhibit No. 5, 
page 3. State member banks are examined once a year by the 
Federal Reserve Bank of their district, with separate examin- 
ation of trust departments by specially trained personnel. 
Exhibit No. 4, page 25; Exhibit No. 28D-3, 1967 Annual 
Report of the Board of Governors of the Federal Reserve 
System, page 318, American Bankers Association submission. 


8. Exhibit No. 4, page 35. 


9. State member banks mst file at least three reports per 
year with the Federal Reserve bank in their district. Exhibit 
No. 4, page 23. National banks submit at least three reports 
per year to the Comptroller. Exhibit No. 4, page 12. 


10. California, Delaware, Illinois, Massachusetts, Oregon 


and Rhode Island. The word "states" includes the Common- 
wealth of Puerto Rico but not the District of Columbia, 
the banks of which are federally regulated. Exhibit No. 4, 
page 48; Exhibit No. 28H-6, American Bankers Association 
compilation of relevant state statutes. 


il. Exhibit No. 4, page 47. 
12. Exhibit No. 4A-10, pages 43-44. Ninth Quinguennial 
Survey, State Bank Division, American Bankers Association, 
Department of Labor submission. The state is Rhode Island. 
13. Id., page 53. The state is Illinois. 
14. Id., page 38. 
iS. Id., pages 29, 29A and 30. Over 1/3 of the Supervisors 
indicated that the funds available to their departments were 
not adequate. Id., page 7A. 

Se) 
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16. Id., pages 54-55. 


17. 15 U.S.C. 80b-1 et seq. 


18. Exhibit No. 4, pages 62-63. The scope of regulato: 
functions performed by the S.E.C. is fully set out at pages 
51-59. See also Exhibit No. 7, letter from Ezra Weiss, 
Associate Chief Counsel, S.E.C., page l. 


| 
19. 15 U.S.C. 80b-3, 17 CPR 275.205-2(a) - (c). But these 
requirements are only secondarily pertinent to financial | 
responsibility. Their primary purpose is the prevention 
of securities frauds. An Associate Chief Counsel of the 
S.E.C. states: . . . unlike the Securities and Exchange 
Act of 1934, . . . the Investment Advisers Act does not 
contain specific authorization for the Commission to pro- 
vide safeguards for clients by prescribing specific finan- 
cial responsibility requirements for investment advisers, 
Consequently, no financial responsibility requirements are 
imposed upon investment advisers as a condition of regis-+ 
tration or the operation of their business." Exhibit No. 
7, page l. 


20. 15 U.S.C. 80b-4. 


21. 17 CPR 275.206(4)-2(a). 


22. Exhibit No. 4, page 59, Transcript of Hearing, page 121. 


23. Exhibit No. 7, page 2, Transcript, pages 37, 39, 42, 
80, 83 and 129. 


March 10, 1969 


Mr. Carl L. Shipley SOL: 64-(WP)-12 
mre ole Ackerman & Pickett 

1 National Press Building 

Washington, D.C. 20004 


Res Bondi. Exemption for Fiduciary Counsel, Inc. 
Under tne Wel?are and Pension rans Disclosure Act 
Dear Mr. Shipley: 


On August 15, 1967, you formally requested on behalf of 
your client, Fiduciary Counsel, Inc., New York, New 
York, that this Office reconsider its decision denying 
an exemption from the Welfare and Pension Plans Dis- 
closure Act bonding requirement to Fiduciary Counsel, 
Inc. You were advised by the Secretary of Labor in a 
letter dated September 21, 1967 that the matter was 
being reviewed in light of the decision of the United 
States Court of Appeals for the District of Columbia 


in Fiduciary Counsel, Inc. v. Wirtz. 


Subsequently, it was decided, with your concurrence, 

to hold the litigation in abeyance while administrative 
proceedings were conducted for the purpose of reexamining 
the regulations pertaining to class bonding exemptions. 
As you know, formal Rule-Making hearings were held, 
written and oral comments were received, and proposed 
changes to the regulations were published in the Federal 
Register on January 23, 1969 (34 FR 1051). Among other 
things, the effect of the notice was to deny a class 
bonding exemption to investment advisers. Objections 

to the proposed changes presented no facts or argument 
not previously considered and the proposed changes will 
be shortly finalized by publication in the Federal 
Register. 


In light of the foregoing, we are taking this opportunity 
to inform you that we reaffirm our prior determination 
concerning the petition for exemption from Fiduciary 
Counsel, Inc. and hereby deny the petition for exemption. 


Sincerely yours, 


SOL: S.J. Sacher: /s/ Frank H. Kleiler 


kre 33/6/69 
ANB 807, Ext. 4073 eee ere 


Affidavit of W. J. Usery, Jr. 


My name is W. J. Usery, Jr. I am Assistant Secretary 


of Labor for Labor-Management Relations. Pursuant to an 
order of the Secretary of Labor (Secretary's Order 16-68, 
September 4, 1968) , I have been delegated the authority 
and responsibility to issue rules and regulations under the 
Welfare and Pension Plans Disclosure Act (WPPDA) of 1958, 
as amended. (Secretary's Order 16-68, paragraph 4a(3)» 
4b(10), Exhibit A).' : 

Upon remand bt the case of Fiduciary counsel, Inc. 

v. Wirtz to the united States District Court for the District 
of Columbia, it wad decided that administrative proceedings 
should be held by the Office of Labor-Management and Welfare- 
Pension Reports, yaited States Department of Labor, for the 
purpose of ascertaining and documenting facts pertinent to 
the issue of wnener the denial of the petition of Fiduciary 
Counsel, Inc. én @ exemption from the bonding requirement 

of the Welfare hnd Pension Plans Disclosure Act (WPEDA) 

was an arbitrary decision. Therefore, an administrative 
hearing, incluiling oral proceedings on August 12 and 
September 20, (1968, was held to determine: : 

1. Whether banks and trust companies subject to 
Federal regulation should as a class retain their present 
exemption fram the WPPDA bonding requirement in light of 
the criteria set forth in section 13(e), WPPDA? | 

2. ther banks and trust companies subject only 
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to state regulation should as 4 class retain their present 
exemption from the WPPDA bonding requirement in light of 
the criteria in section 13(e), WPEPDA? 

3. Whether investment advisers registered with and 
regulated by the Securities and Exchange Commission (SEC) 
pursuant to the Investment Advisers Act of 1940, and subject 
to 29 CFR Part 464 should as & class be granted an exemption 
from the WPPDA bonding requirement in light of the criteria 
in section 13(e), WPPDA? 

All interested parties, including Fiduciary Counsel, 
Inc., were given notice and opportunity to present written 
and oral views and arguments. At the conclusion of the 
hearings the entire record was certified to my prececessor, 
Assistent Secretary of Labor for Labor-Management Relations 
Thomas R. Donahue, for decision. On the record of the 
hearing, which is attached to this affidavit and incorporated 
herein by reference, then Assistant Secrevary Donahue decided 
that the previously existing class exemption for banks and 
trust companies subject to federal regulation should be 
retained, that the previously existing class exemption for 
banks and trust companies subject onl: to state regulation should 
be revoked, and that the proposed class exemption for invest- 
ment advisers regulated by the Securities and Exchange 
Commission (SEC) should not be granted. Since the petition 


of Fiduciary Counsel, Inc. for an individual exemption was 


based solely upon the degree of regulation exercised over 


4t by the SEC and thus presented for consideration no 


ground other than that upon which the proposed class exemp~ 
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tion for investment advisers had been based, that petition 

was denied. I have reviewed the record and former Assistant 

Secretary Donahue's findings and I concur in his decisions. 
After notice which proposed new regulations reflecting 

these decisions and requested comments, the new regulations 

were published in final form in the Federal Register on 

March 13, 1969. I believe that the evidence adduced in the 

hearing supports the Secretary's refusal to grant an exemption 

from the WPPDA bonding requirement to Fiduciary Counsel, Inc. 


| 
Signed in Washington, this day of April, 1969. 


/s/ W. J. Usery, Ir. 
W. J. Usery, 72 I 


Assistant Secretary of Labor 
For Oe OS, | Relations 


IN THE UNITED STATES DISTRICT COURT 
FOR THE 
DISTRICT OF COLUMBIA 


FIDUCIARY COUNSEL, INC., 
Plaintiff, 
ve CIVIL ACTION NO. 2665-63 
GEORGE P. SHULTZ, 
Secretary of Labor, 
United States Department 
of Labor, 


Defendant. 


ORDER 
This cause having come on for hearing upon defendant's 
motion for summary judgment and on plaintiff's cross motion 
for summary judgment, and the Court having considered the 
motions of the parties, the points and authorities in support 


thereof and in opposition thereto, and the record of the 


administrative hearing incorporated therein, and having 


heard oral argument, and it appearing that there is no 
genuine issue as to any material fact and that the defendant 
is entitled to summary judgment as a matter of law, it is 
by the Court this 19th day of January, 1970, 

ORDERED that plaintiff's cross motion for summary 
judgment be, and the same is, hereby denied. 

ORDERED that defendant's motion for summary judgment 


be, and the same is, hereby granted. 


ie & 


ORDERED that judgment is entered in favor of. defendant 


against plaintiff, and the action be, and the same is, 
| 


hereby dismissed. 


IN THE UNITED STATES | ‘court OF APPEALS 
Re oe DESTRICT OF COLBIA Seen 


\ 


| FIDUCIARY COUNSEL, INC. 
Appellant, | 


Ve 


JAMES’ D; See 
SECRETARY OF LABOR, 


““‘Appeliee. | 


{ 

| 

Pee 
4 

{| 


“ON APPEAL FROM THE UNITED! STATES DISTRICT COU! 
“POR THE DISTRICT OF COLUMBIA. 


BRIEF FOR THE ——— 


WILETAM D. soe! es 


| Assistant Beconaey: General, 


THOMAS Ae ari ai aaa 
United Staces tthorne ears 


¢ aed 


- United States Couri. of Appeais””’ 


for the Distr of: Columbia “Circuit, 


: 
| 
| 
FRED: SEP 3: MOD. at “MORTON HOLLAND 
| 
| 


DONALD: -L. eee ace 
Voth. Of tant > 
CLERK 


Statement of the Issue Presented 
Statute and Regulations Involved 
Counterstatement of the Case 
Argument 


I THE SECRETARY IS AUTHORIZED TO 
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IN THE UNITED STATES COURT OF APPEALS 
FOR THE DISTRICT OF COLUMBIA CIRCUIT 


No. 23,987 


FIDUCIARY COUNSEL, INC., 
Appellant, 
Ve 


JAMES D. HODGSON, 
SECRETARY OF LABOR, 


Appellee. 


ON APPEAL FROM THE UNITED STATES DISTRICT COURT 
FOR THE DISTRICT OF COLUMBIA 


BRIEF FOR THE APPELLEE 


STATEMENT OF THE ISSUE PRESENTED* 


After the remand on the earlier appeal of this case, 
the Secretary conducted a comprehensive investigation into 


the subject of exemptions from the bonding requirements of 


Seg ere ee ee 

*This case has previously been before this Court. 

Fiduci Counsel, Inc. v. Wirtz, 127 U.S. App. D.C. 276, 

° —"™at” opinion is reproduced in the 
Supplemental Appendix to appellant's brief, SA 1-7. After 
the decision of this Court, appellant petitioned. for 
certiorari, which was denied. 389 U.S. 1005 (1967). That 
order appears at SA 8. | 


the Welfare and Pension -Plans Disclosure Act. The evidence 
showed that the safeguards applicable to registered invest- 
ment advisers were far weaker than those applicable to 
federally-regulated banks and hence did not warrant a class 
exemption for investment advisers. The sole question 
presented by this appeal is whether this decision of the 
Secretary, based on the abundant evidence contained in the 
comprehensive administrative record, is arbitrary, capricious 


or unreasonable. 


STATUTE AND REGULATIONS INVOLVED 


Section 13(a) and (e) of the Welfare and Pension Plans 
Disclosure Act, 29 U.S.C. §§ 308d(a) and (e), provide as 
follows: 


(a) Every administrator, officer, and employee 
of any employee welfare benefit plan or of any 
employee pension benefit plan subject to this chapter 
who handles funds or other property of such plan 
shall be bonded as herein provided; except that, 
where such plan is one under which the only assets 
from which benefits are paid are the general assets 
of a union or of an employer, the administrator, 
officers and employees of such plan shall be exempt 
from the bonding requirements of this section. 

The smount of such bond shall be fixed at the 
beginning of each calendar, policy, or other fiscal 
year, as the case may be, which constitutes the 
reporting year of such plan. Such amount shall 

be not less'than 10 per centum of the amount of 
funds handled, determined as herein provided, 
except that any such bond shall be in at least 

the amount of $1,000 and no such bond shall be 
required in an amount in excess of $500,000: 
Provided, That the Secretary, after due notice and 
Opportunity for hearing to all interested parties, 
and after consideration of the record, may prescribe 
an amount in excess of $500,000, which in no event 
shall exceed 10 per centum of the funds handled. 
For purposes of fixing the amount of such bond, 

the amount of funds handled shall be determined 

by the funds handled by the person, group, or class 
to be covered by such bond and by their predecessor 
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or predecessors, if any, during the preceding | 
reporting year, or if the plan has no preceding 
reporting year, the amount of funds to be handled 
during the current reporting year by such person, 
group, or class, estimated as provided in regulations 
of the Secretary. Such bond shall provide protection 
to the plan against loss by reason of acts of fraud 
or dishonesty on the part of such administrator, 
officer, or employee, directly or through connivance 
with others. Any bond shall have as surety thereon 
a corporate surety company which is an acceptable 
surety on Federal bonds under authority granted by 
the Secretary of the Treasury pursuant to sections 
6-13 of Title 6. Any bond shall be in a form or 

of a type approved by the Secretary, including | 
individual bonds or schedule or blanket forms of 
bonds which cover a group or class. | 


* % * 


Regulations; exemption of plan 


(e) The Secretary shall from time to time 
issue such regulations as may be necessary to carry 
out the provisions of this section. When, in the 
opinion of the Secretary, the administrator of | 
a plan offers adequate evidence of the financial 
responsibility of the plan, or that other bonding 
arrangements would provide adequate protection | 
of the beneficiaries and participants, he may 
exempt such plan from the requirements of this | 
section. 

| 
The amended regulations promulgated under the Act, 29 C.F.R. 
§§ 465.19 and 465.20, provide as follows: 
§ 465.19 Exemption. 


An exemption from the bonding requirements 
of subsections 13(a) and (b) of the Welfare and 
Pension Plans Disclosure Act is granted whereby 
b 4nstitutions and trust companies specified 
in § 465.20 are not required to comply with sub- 
sections 13(a) and (b) of the Act, with respect 
to welfare and pension benefit plans covered. by 
the Act. 


§ 465.20 Conditions of exemption. 


This exemption applies only to those banking 
institutions and trust companies subject to regula- 
tion and examination by the Comptroller of the 
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Currency or the Board of Governors of the Federal 

Reserve System, or the Federal Deposit Insurance 

Corporation. 

COUNTERSTATEMENT OF THE CASE 

Fiduciary Counsel, Inc., is a registered investment 
adviser with power to issue binding investment directions to 
the trustees of the employee pension trust established by the 
Parker Pen Company. Fiduciary seeks an exemption from the 
bonding requirements of the Welfare and Pension Plans Disclosure 
Act, 29 U.S.C. §§ 301 et seq. (hereinafter cited as WPPDA). 
The Secretary of Labor has denied the exemption, the district 
court has sustained the Secretary's action, and Fiduciary has 
taken this appeal. 

This is the second time this case has been before this 
Court. See Fiduciary Counsel, Inc. v. Wirtz, 127 U.S. App. 
D.C. 276, 383 F. 2d 203 (1967), cert. denied, 389 U.S. 1005 


(1967). The previous appeal involved two questions: (1) 


whether Fiduciary, as an investment adviser, is subject to 
the Welfare and Pension Plans Disclosure Act; and (2) if 
Fiduciary is subject to the Act, whether it was entitled to 
an exemption from the bonding requirements of the Act, 29 
U.S.C. § 308d(e). 

The district court had concluded that Fiduciary is covered 
by the statute, and this Court affirmed that conclusion. The 
district court, however, had not addressed itself to Fiduciary's 
claim of exemption, This Court remanded for a determination of 
the reasonableness of the Secretary's action in exempting 
banks that are subject to federal or state regulation but not 

a puie 


exempting registered investment advisers. 


This Court noted that banks which were subject to either 


federal or state supervision or examination were exempted 
from the bonding requirements of the Act, notwithstanding 
that the nature and quality of that supervision varied widely. 
Some states, for example, did not require bonding, while others 
did not subject their banks to periodic examination. Investment 
advisers, on the other hand, were required to register with the 
Securities and Exchange Commission. Although registration with 
the SEC entails certain safeguards against fraudulent dealing--_ 
in particular, the requirements of full disclosure, reporting 
and record-keeping and the criminal penalties for frau -- 
investment advisers were not exempted by the secretary of 
Labor from the requirement of a bond. Comparing the wide 
variations in state banking regulation with the registration 
requirements of the SEC, the Court found a possibility 
that the employees of Parker Pen Company are 
in no greater danger of having their pension 
assets diminished by reason of the dishonest 


investment advice emanating from appellant 
than they would be if this advice were supplied. 


by a state bank which is either not bonded at 
all or in an amount less than that required by the 
Act, or which is not examined at all or only in) 


a@ perfunctory manner. | 

127 U.S. App. D.C. at 279, 383 F. 2d at 206. 
Fiduciary competes with banks, including state-regulated 

| 


banks, for investment counseling business. The requirement 
that Fiduciary post a bond while banks need not do so, no 

matter how haphazardly they might be regulated, thus raised 
serious questions about the reasonableness of the exemptions 


| 
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granted by the Secretary. The Court, therefore, remanded 
the case to the district court for a determination of "the 
reasonableness of appellee's action in exempting the banks > 
but not appellant." 127 U.S. App. D.C. at 279, 383 F. 2d at 206.* 

After this decision, Fiduciary petitioned for certiorari, 
attacking the determination that it was covered by the 
Welfare and Pension Plans Disclosure Act. Certiorari was . 
denied. 389 U.S. 1005 (1967). 

The decision of this Court prompted the Secretary to 
reevaluate the regulatory provisions for exemptions from the 
bonding requirements. The Secretary announced his intention 
to hold hearings on this subject, and moved for a stay of 
proceedings in the district court, pending the outcome of the 
hearings. The stay was granted, and the Secretary published 
@ Notice of Proposed Rule Making in the Federal Register. 

33 Fed. Bee 9346, 9556 (June 26, 29, 1968), reproduced at 

L 
SA 9-10. Written and oral communications, views and 
argument were invited from interested parties on the following 
questions: 

1. Whether banks and trust companies sub- 

ject to Federal regulation should as a class 

retain their present exemption from the WPPDA 

bonding requirement in light of the criteria 

set forth in section 13(e), WPPDA, 29 U.S.C. 

308d (e) 2 

2. Whether banks and trust companies sub- 
ject to State regulation should as a class 
retain their present exemption from the WPPDA 


bonding requirement in light of the criteria 
in section 13(e), WPPDA, 29 U.S.C. 308d(e)? 


"sa" refers to the Supplemental Appendix which accompanies _ 
e Brief for the Appellant on the instant appeal. 


eee 


3. Whether investment advisers registered ~ 

with and regulated by the Securities and 

Exchange Commission pursuant to the Invest- 

ment Advisers Act of 1940, 15 U.S.C. 80b and 

subject to 29 CFR Part 464 should as a class 

be granted an exemption from the WPPDA bond- 

ing requirement in light of the criteria in 

section 13(e), WPPDA, 29 U.S.C. 308d(e)? 

Hearings were held. Written submissions from many interested 
financial institutions, their clients and professional 
associations were received, considered and incorporated in 

the record. In addition, testimony was taken; among the 
active participants in the hearing were both Fiduciary Counsel 
and the Investment Counsel Association of America, Inc. 

The evidence adduced at the rule-making hearing showed 
the Court's apprehensions about the unevenness of state 
regulation of banks to be well-founded. The Department of 
Labor had conducted an exhaustive study of federal and state 
supervision of banks and trust companies, as well as federal 


supervision of investment advisers. The study was received 


2/ 1 
in evidence at the hearing (Ex. 4, App. 63). The study 


confirmed that wide variations exist in bonding requirements 
(Ex. 4, pp. 47-48, App. 47-48), Six states do not require 
bonding of bank officers and employees. of these, two require 
a deposit of securities with a state authority when the bank 
engages in the conduct of trust business. The remaining four 
require no such deposit as a uniform condition of engaging in 


| 
ee 


o/ "Ex." refers to exhibits received in evidence at the rule- 
jhaking hearing. "App." refers to the Appendix which accompanies 


this brief. On Motion of appellee, leave was granted by this 
Court on June 9, 1970, to file such an Appendix. 
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the trust business. Of those states that authorize or require 
fidelity bonding, only three require the state banking authority 
to fix the amount of the bond. Twenty-one states require the 
bank to arrange for bonding, subject to the approval of the 
state banking authority; there is no evidence of the stringency 
or laxity of the standards governing approval. The statutes 

of eight states authorize but do not require the state banking 
authority to require bonding. In thirteen states the bank 


is bound to procure a bond, but there is no requirement that 


the bond be approved by any state authority (Ex. 4, pp. 47-48, 
App ° 47-48) ° 


In addition to exemptions based on adequate bonding 
arrangements, the WPPDA authorizes the granting of exemptions 
based on evidence of "financial responsibility." 29 U.S.C. 

§ 308d(e). If state regulation provided some assurance of 
financial responsibility, a class exemption for state-regulated 
banks might be justified on that ground. The evidence, 
however, indicated that, while nearly every state imposed 
minimum capital and reserve requirements for banks and trust 
companies, here, too, the standards were highly variable. 
Capital requirements varied with the population of the city, 

as well as the state, in which the bank was located (Ex. 4, 

p. 46, App. 46). Reserve requirements varied from 7 to 30 

per cent for demand deposits and from 3 to 20 per cent for 

time and savings deposits (Ex. 4, p. 46, App. 46). Qualitative 
differences also existed in the types of assets required to 


comprise reserves. See Hackley, Our Baffling Banking System, 
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ied 


52 Va. L. Rev. 565, 569 (1966). 


Despite these disparities, some assurance of "financial 


responsibility" might be provided if stringent state regula- 
tory controls were present. But the evidence on this point, 
too, disclosed anything but uniformity. All states have 
statutory requirements of regular bank examinations at least 
once a year; a few require more than one a year (Ex. 4, p. 45, 
App. 45). All states require reports on demand at irregular 
intervals, as well as regular annual reports (Ex. Bele 45, 
App. 45). Similarly, all states have the authority to correct 
unsound banking practices, and many (though not all) require 
an internal audit (Ex. 4, p. 46, App. 46). The problem in 
this respect is not that the formal requirements are generally 
deficient, but rather that enforcement is frequently inadequate. 
In a "Profile of State-Chartered Banking," prepared by the 
National Association of Supervisors of State Banks ‘in 1967, 
most state banking supervisors stated that their staffs were 
inadequate, and fully half of the supervisors stated that they 
were unable to meet even the state statutory requirement of 
an annual bank inspection. These responses accorded with a 
voluminous study done by the American Bankers Association 

(Ex. 4A-10), the results of which are summarized in the 
Department of Labor submission to the hearing examiner (Ex. 

4, pp. 43-45, App. 43-45). ‘The inadequacy of state financial 
supervision was summarized by Archie K. Davis, President of 


the American Bankers Association, in 1966: 
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- « » while some states have supervisory depart- 
ments which are the equal in quality to the 
federal agencies, too many other states are 
failing in this regard. Very roughly, one might 
estimate that bank regulation is significantly 
below standard in probably a third of our states. 
The causes are varied, but most can be traced 
to the failure of state legislatures and the 
respective banking communities to recognize the 
importance of adequate supervision of banks at 
the state level. 


* & 


« « - im many of our states .. . banking depart- 
ment personnel are underpaid and relatively 
untrained, and... supervisory budgets are 
inadequate. 


Davis, Banking Regulation Today: A Banker's View, 31 Law and 
Contemporary Problems 639, 643 (1966). ‘Thus, while in most 


cases state statutes were not notably deficient, state enforce- 
ment mechanisms were of dubious efficacy at best. 

On the basis of the evidence concerning state regulation, 
the Secretary concluded: 


Banks and trust companies subject to only 
State regulation should not as a class retain 
their present exemption from the WPPDA bonding 
requirement since not all States require bonding 
or closely supervise the adequacy of bonding 
arrangements entered into, because the financial 
responsibility requirements of States vary too 
widely to permit a judgment as to their adequacy 
on @ class basis, and because the effectiveness 
of some State banking supervision is in doubt 
by reason of a reported inadequacy in examining 
staffs. It is concluded that State regulated 
banks as a class do not, within the contempla- 
tion of section 13(e), WPPDA, offer adequate 
evidence of "financial responsibility" of the 
pians they service and do not have “other bonding 
arrangements" which provide adequate protection 
for the beneficiaries and participants of the 
plans they service. This conclusion shall not 
prejudice the right of any State regulated bank 
or trust company to petition for a bonding exemp- 
tion on an individual basis. 
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34 Fed. Reg. 1051 (Jan. 23, 1969), SA 11, App. 115-116. 


This left the question of whether federally-regulated 


/ The evidence underlying these conclusions was summarized 
the following Findings of Fact, made by the Secretary: 


Banks and Trust Companies 
Subject On! O State Kegulation 
1. Six states do not require bonding of bank 
officers and employees. *, */ Of the remaining 


states, only 24 require approval of bond levels 
and forms. **/ 


2. State minimum capital and reserve require- 
ments vary widely; there is no uniformity. One 
state has no statutory minimum capital require- 
ments.***/ Another has no statutory minimum 
reserve requirements. +/ 
3. <All states have statutory examination require- 
ments, but the frequency of examinations varies). 
fwo-thirds of the states require examinations. | 
amnually; twelve states require two per year; 

one state requires two every eighteen months 

and in two states the number is left to the 
discretion of the banking supervisor.++/ Over 

1/2 of the state supervisors reported that their 
staffs were inadequate for examining purposes. Ht / 
Only 31 states have statutory requirements for 

an annual internal audit by or for the bank Boe 
of directors. §/ 


114, 


[The following footnotes are contained in the Secre- 
tary's Findings of Fact:] ! 


*/ California, Delaware, Illinois, Massa- 
Chusetts, Oregon and Rhode Island. The 
word "states" includes the Commonwealth 
of Puerto Rico but not the District of 
Columbia, the banks of which are federally 
regulated. Exhibit No. 4, page 48; Ex- 
hibit No. 28H-6, American Bankers Associa- 
tion compilation of relevant state statutes. 


| 


*#/ Exhibit No. 4, page 47. | 
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panks and registered investment advisers should receive 
exemptions from the bonding requirements of the Act. The 
Secretary found that the evidence warranted an exemption for 
federally-regulated banks but did not warrant a similar exemp- 
tion for investment advisers. 

These two types of institutions are subject to two 
completely different sets of controls. The evidence adduced 
at the hearing showed that the standards and safeguards 
imposed on investment advisers diverged considerably from 
those imposed on federally-regulated banks. The great majority 
of banks across the country are regulated by one or more of 


the three federal agencies and hence insured by the F.D.I.C. 
——————————————————— 


[Footnotes contained in the Secretary's Findings of 
Fact (Continued) :] 


*x*%/ Exhibit No. 4A-10, pages 43-44. _ 
Finth Quinquenniel Survey, State Bank 
Division, American Bankers Association, 
Department of Labor submission. The 
state is Rhode Island. 


_+/ Id., page 53. The state is Illinois. 
+t/ Id., page 38. 

t++/ Id., pages 29, 29A and 30. Over 
1/73 of the Supervisors indicated that 


the funds available to their departments 
were not adequate. Id., page 7A. 


_§/ Id., pages 54-55. 


4/ In the category of "federally-regulated banks," the 
Becretary included: 
(1) national banks which are chartered, regulated 
and examined by the Comptroller of the Currency, 
which must, by statute, be members of the Federal 
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The F.D.I.C. requires all of its member-banks to procire 
fidelity bonding. If an insured bank refuses to comply with 
such a requirement, the F.D.I.C. is authorized to purchase 
the insurance and add the cost thereof to the assessment 
payable by the bank to the F.D.I.C. Deposit insurance. 12 
U.S.C. § 1828(e). (The F.D.I.C. has never had to resort to 
this technique (Ex. 6, p. 4, App. 12).) Adequacy of bonding 
is determined by following the schedule recommended by the 
American Bankers Association (see Ex. 4, p. 38, App. 38). 
Trust activity, in the F.D.I.C.'s view, may dictate a need 
for greater protection that the Bankers Association schedule 
recommends. "During the past ten years," according to the 
F.D.I.C. submission to the rule-making hearing, "special 
emphasis has been placed by the bank supervisory authorities 
upon the purchase by banks of excess employee dishonesty 


coverage, and a majority of the insured commercial banks have 


now purchased this extra fidelity protection" (Ex. 65 p. 4, 
| 


App. 72). 
Because all three types of federally-regulated banks are 
insured with the F.D.I.C., all federally-regulated banks carry 
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Reserve System, and which are automatically insured 

by the Federal Deposit Insurance Corporation EOI 
(2) State chartered banks which apply for and meet 

the requirements for membership in the Federal) 

Reserve System and which are automatically insured 

by the F.D.I.C., and, (3) State chartered banks, 

not members of the Federal Reserve System, which apply 
to and are accepted by the F.D.I.C. for insurance. 

At the very least, therefore, a "federally-regulated 
bank" is insured by the F.D.I.C. and is subject to its 
regulation. See Ex. 4, pp. 6, 18, 27-28, Ex. 5, Ex. 6. 
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bonds which meet both the amounts recommended by the Bankers 


Association and the standards of supervision imposed by the 
F.D.I.C. itself. See generally Ex. 6, App. 69-95. 

The Department of Labor submission to the hearing 
examiner detailed the precise nature of the supervision of 
regulated banks by the three agencies charged with this 
function: the F.D.I.C., the Comptroller of the Currency and 
the Federal Reserve System. See Ex. 4, pp. 5-41, App. 5-41. 
(No contradictory evidence was introduced at the hearing. ) 

In addition to bonding, the supervision extends to financing, 
reporting and examining. All federally-regulated banks must 
meet uniform minimum capital requirements and maintain 
specified reserves. Federal agencies have power to grant or 
deny bank charters on the ground of unsound management or 
personnel or inadequate capital or future earning prospects. 
All federally-regulated banks must submit reports of condition 
at least three times per year. All are examined at surprise 
intervals at least three times every two years. Specially 
trained persons examine trust departments in great detail. 
See the attachment to Ex. 6, App. 73-94. Deficiencies must 
be corrected, or pain of loss of charter. See generally 

Ex. 4, pp. 5-41, App. 5-41. 

Because of this detailed oversight by the federal banking 
agencies, the Secretary concluded that federally-regulated banks 
and trust companies should retain their exemption from the 
ponding requirements of the WPPDA, concluding that the bonds 
required by the federal regulatory authorities are "tother 

Sai 


bonding arrangements' within the contemplation of section 
13(e), WPPDA, which provide adequate protection of the 


beneficiaries and participants of employee benefit plans 


serviced by these institutions." 34 Fed. Reg. 1051 (Jan. 


23, 1969), SA 11, App. 115. 


5/ The Secretary based his conclusion on the following 
pilates of Facts: 


2. All federally regulated banks are required 
by the F.D.I.C. to purchase fidelity bonding. ; 
If a bank refuses to purchase the required bond, 
the F.D.I.C. is authorized to purchase the bond’ 
for it and to add the premium cost thereof to 
the assessment otherwise payable by the bank for 
deposit insurance. */ 


3. Bond size in each case is based upon a 
schedule recommended by the American Bankers 
Association, modified by the F.D.I.C. 
according to the particular condition of 

the bank. **/ 


4. In addition to requiring the purchase of 
bonds, the F.D.I.C. periodically checks the 
condition of each bank for the purpose, among 
other things, of making certain that bonding 
protection remains at the proper level. ###/ 

All state chartered banks which are not 

federal reserve members are examined at least 
once a year by F.D.I.C. examiners. +/ In the 
case of national banks and state member banks of 
the Federal Reserve System, examinations are 
conducted by the Comptroller of the Currency | 
and the Federal Reserve Banks respectively and . 
the results forwarded to the F.D.I.C.++/ In 
addition, reports of condition must be submitted 
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These bonding requirements, financial safeguards and 
rigorous supervision contrasted sharply with the regulation 
to which investment advisers are subject. To begin with, the 
evidence showed that, although some investment advisers 
voluntarily maintain fidelity bonds, there is no requirement 


that they do so or, if they choose to do so, that the bond 


nnn nnspenEnes eran EERE enEn cE 


_5/ [Continued] 


by each federally regulated bank. State chartered 
non-member banks must submit four reports per 
year to the F.D.I.C.,+++/ which also receives 
copies of similar reports received by the Comp- 
troller and the Federal Reserve System from 

banks under their supervision._§/ 


113-114. 


[The following footnotes are contained in the 
Secretary's Findings of Fact:] 


*/ The F.D.1I.C. reports that it has 
Nad no difficulty persuading banks to 
purchase bonds and has never had to 

urchase a bond for a bank. Exhibit No, 

> pages 3-4. 


**/ "Examiners are given specific instruc- 
Fions with respect to fidelity protection 
and internal routine and controls. 
Engagement in trust activities is among 
the factors which may dictate a need 

for insurance in amounts higher than 
those suggested by the American Bankers 
Association . .. . During the past 

ten years, special emphasis has been 
placed by the bank supervisory authorities 
upon the purchase by banks of excess 
employee dishonesty coverage, and 

@ majority of the insured commercial 
banks have now purchased this extra 
fidelity protection." Exhibit No. 6, 

page 4. The American Bankers Associa- 
tion recommendations for bonding levels 

is reproduced in Exhibit No. 38E, American 
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be adequate (Tr. 44-45, App. 101-1023 Ex. 4, p. 62, App. 62). 


Further, while investment advisers must register with the 

SEC, the SEC has no power to impose minimum capital or reserve 
requirements on an investment adviser or otherwise tp insure 
that the adviser maintains a sound financial condition (Ex. 4, 


pp. 51-59, App. 51-593; Ex. 7, App. 96-97). 


_5/ [Footnotes contained in the Secretary's Findings of 
Fact (Continued) :] 


‘Bankers Association submission, and in 
Exhibit No. 4, page 38. 


**%/ Exhibit No. 4, page 37. 
_+/ Exhibit No. 6, page 3. 


++/ The Comptroller's Office examines 
Wational Banks at least three times 
every two years, and all trust depart- 
ments are examined annually on a sur- 
prise basis. - Exhibit No. 5, page 3. 
State member banks are examined once & 
year by the Federal Reserve Bank of 
their district, with separate examina- 
tion of trust departments by specially 
trained personnel. Exhibit No. 4, pege 
253 Exhibit No. 28D-3, 1967 Annual 
Report of the Board of Governors of 

the Federal Reserve System, page 318, 
American Bankers Association submission. 


+++/ Exhibit No. 4, page 35. - 


/ State member banks must file at 
east three reports per year with the 
Federal Reserve bank in their district. 
Exhibit No. 4, page 23. National banks 
submit at least three reports per year 
to the Comptroller. Exhibit No. 4, 

page 12. 
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At the hearing, an exemption was demanded for investment 
advisers on the basis of their registration with the SEC. In its 
submission to the hearing examiner, however, the SEC stated that 
"the Commission would not recommend that registered investment 
advisers, as a class, be granted an exemption from the bonding 
requirements of Section 308d(a) of the Welfare and Pension Plan 
Disclosure Act pursuant to the authority contained in Section 
308d(e) of that Act" (Ex. 7, p. 2, App. 97). 

The letter from the SEC reviewed the protection provided by 
the Investment Advisers Act of 1940. It noted that while an 
investment adviser is subject to the anti-fraud provisions of 
that Act, "no financial responsibility requirements are imposed 
upon investment advisers as a condition of registration or the 
operation of their business" (Ex. 7, p.- 1, App. 96). Certain 
safeguards against fraud are imposed, the letter continued, if 
the investment adviser "has custody or possession of funds or 
securities of clients" (Ex. 7, p. 2, App. 97). However, since 


most investment advisers do not take custody of a client's funds 


or Secon (Tr. 37, 39, 42, 67-68, 80, 83, 129; App. 98-100, 


105-107), this anti-fraud protection, in the words of the SEC, 


a 


6/ See especially Tr. 68, App. 106: 


MR. SACHER: None of the Association members 
ever have custody of funds or securities? 


MR. LAWRENCE: I think that's correct. 


MR. KITTREDGE: I can say, as one of the 
salesmen, that that is correct. 
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"has a very narrow compass, being limited to a very special type 

of investment adviser" (Ex. 7, p- 2, App- 97)- Hence, the Com- 

mission did not believe that investment advisers should receive 

a bonding exemption. 
Much the same is true of the fiscal safeguards imposed by the 

SEC. An annual surprise examination is required only in the rare 

cases where the investment adviser has custody of a client's 

funds or securities. 17 C.F.R. 275.206(4)-2(a). Although the 

SEC is authorized to conduct periodic inspections of investment 

advisers, 15 U.S.C. § 80p-4, these inspections are infrequent. 

The evidence at the hearing was that about 250 inspections had 

been made annually, although some 1600 investment advisers are 


registered with the Commission (Tr. 47-48, App. 103-104) . During 


the year ending March 31, 1967, the SEC had inspected only 122 
| 


of the 552 investment advisers in the New York area, and 28 of 
the 334 advisers in San Francisco (Ex. 4, p. 59, n. 187; App. 
59 n. 187). Hence there was no assurance of an annual or even 
a biennial or triennial inspection by the SEC. Fiduciary Counsel 
testified that it had been inspected once in the past three years 
(Tr. 121, App. 109). 

Recognizing the disparities between the safeguards imposed 
on federally-regulated banks and those imposed on registered 
investment advisers, the Secretary determined that investment 
advisers should not receive a class exemption: 

3. Investment advisers registered with and 

regulated by the Securities and Exchange Commission 

pursuant to the Investment Advisers Act of 1940 and 

subject to 29 CFR 464 should not as a class be 

granted an exemption from the WPPDA bonding require- 

ment since the Securities and Exchange Commission 
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does not impose or supervise a bonding requirement 
with respect to investment advisers, because the 
Securities and Exchange Commission does not impose 
or supervise any requirement with respect to invest- 
ment advisers, pertaining to the maintenance of a 
sound financial condition, and because the periodic 
inspections conducted by the Securities and Exchange 
Commission are not conducted frequently enough to 
satisfactorily insure the implementation of the 
fiscal safeguards imposed on investment advisers by 
law. It is concluded that investment advisers 
registered with and regulated by the Securities and 
Exchange Commission as a class do not, within the 
contemplation: of section 13(e), WPPDA, offer adequate 
evidence of "financial responsibility" of the plans 
they service and do not have "other bonding arrange- 
ments" which provide adequate protection for the 
peneficiaries and participants of the plans they 
service. This conclusion shall not prejudice the 
right of any investment adviser to petition for a 
bonding exemption on an individual basis. 


34 Fed. Reg. 1051-52, SA 11-12, App. 116. 


abl. The Secretary's conclusion was based on the following Findings 
of Fact: 


Investment Advisers Regulated 
By the Securities and Exchange Commission 


1. The Securities and Exchange Commission (S.E.C.) 
exercises regulatory functions over investment advisers 
pursuant to the Investment Advisers Act of 1940. */ 


2. The S.E.C. does not require bonding of investment 
advisers; no other federal government agency requires 
ponding. Nor does the S.E.C. or any other federal 
government agency supervise bond size and form in 
those cases where a bond has been procured by an 
investment adviser on its own initiative. **/ 
—[continued] 


a 


[The following footnotes are contained in the Secre- 
tary's Findings of Fact:] 


*/ 15 U.S.C. 80b-1 et seq. 


**/ Exhibit No. 4, pages 62-63. The scope 
Of regulatory functions performed by the 
S.E.C. is fully set out at pages 51-59. See 
also Exhibit No. 7, letter from Ezra Weiss, 
Associate Chief Counsel, S.E.C., page 1. 
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The outcome of the administrative proceedings, therefore, 


was the revocation of the bonding exemption for state-regulated 


i 


_7/ [Continued]: | 
3. The S.E.C. has no minimum capital requirements, 
nor does it require that any minimum reserve be | 
maintained. It does impose registration and record 
keeping requirements. ***/ 


4. Other aspects of S.E.C. regulation which are! 
pertinent to financial responsibility are periodic 
surprise inspections by the S.E.C. +/ and the 
requirement of a surprise annual audit by an inde- 
pendent public accountant where the investment 
adviser has custody of funds or securities. +t+/ 
However, the surprise inspections by the S.E.C. | 
are infrequent, never as often as once a year and 
sometimes as seldom as once every three years or 
more, +t+/ and since very few investment advisers 
have custody of funds or securities, the overwhelming 
majority are not subject to a surprise examination 
by @ public accountant. §/ 


115. 
a 


[Footnotes contained in the Secretary's Findings of 
Fact continued: ] 


¥*¥*/ 15 U.S.C. 80b-3, 17 CFR 275.205-2(a) - (c)- 

But these requirements are only secondarily pertinent 
to financial responsibility. Their primary purpose 
is the prevention of securities frauds. An Associate 
Chief Counsel of the S.E.C. states: . . . unlike the 
Securities and Exchange Act of 1934, . . . the Invest- 
ment Advisers Act does not contain specific authori- 
zation for the Commission to provide safeguards for 
clients by prescribing specific financial responsi- 
bility requirements for investment advisers. Conse- 
quently, no financial responsibility requirements 

are imposed upon investment advisers as a condition 
of registration or the operation of their business. 
Exhibit No. 7, page 1. 


+/ 15 U.S.C. 80b-4. 
+H4/ 17 CFR 275.206(4)-2(a). 


+++/ Exhibit No. 4, page 59, Transcript of Hearing, 
page 121. i 


Exhibit Ne. 7, 2, 7 ipt, 39, 
BS 675 80, 83 £aaPS85. SeniNs Be a1 
Spode 


panks, the reaffirmation of the exemption for federally regulated 


banks, and the denial of an exemption for investment advisers. 
After the promulgation of the Secretary's new conclusions and 
the amendment of the regulations pursuant thereto, cross-motions 
for summary judgment based on the administrative record were 
filed in the district court. By order dated January 19, 1970, 
the district court denied Fiduciary's motion and granted the 
Secretary's motion for summary judgment (App. 125). 

ARGUMENT 

I 


THE SECRETARY IS AUTHORIZED TO GRANT CLASS 
EXEMPTIONS. 


At the outset, it is appropriate to dispose of appellant's 
suggestion that the Secretary may not grant any class exemptions. 
The legislative history conclusively refutes that suggestion. 

The Senate Report, S. Rep. No. 908, Sept. 8, 1961, explains that 
"the Secretary may grant exemptions from the bonding requirements 
in the case of any person for whom other bonding arrangements 
required by Federal or State law are in his opinion adequate for 
the protection of plen beneficiaries and participants . . av 
(emphasis supplied). Obviously, federal and state law require 
ponding arrangements in certain classes of classes, and it follows 
that where the Secretary finds such arrangements adequate he may 
grant an exemption for that class. The Conference Report, No. 1417, 
House, March 12, 1962, in 1962 U.S. Code Cong. & Admin. News 

1552, 1553, is even more explicit: 


The conference substitute adopts the provisions of 
the House bill, with the additional provision that 
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the plan could be exempted from the bonding require- 
ments, not only when the administrator offers adequate 
evidence of financial responsibility but also when 
he is of the opinion that other bonding arrangements 
would provide adequate protection for the participants 
and beneficiaries: That intent is that the Secretary 
of Labor will, by regulation or by a case-by-case 
rocedure, be empowere © accept other forms o 
surety to protect welfare and pension funds. 

| 


(Emphasis supplied.) In the face of this unequivocally expressed 


intention, appellant's argument that vests eto not contemplate 


class exemptions is utterly devoid of merit. 

The only basis on which appellant has ever sought exemption - 
is on a class basis. The essence of his contention is that 
investment advisers, as a class, ought to come within the embrace 
of the exempting regulation. This contention can nary be 
squared with appellant's present suggestion that class exemptions 


are unauthorized. 


8/ Moreover, this contention was expressly waived by counsel 
for Fiduciary at the rule-making hearing. The question was asked 
whether Fiduciary contended that the Act limited the Secretary's 
power to the granting of exemptions on an individual rather than 
a class basis. The reply was as follows: 


MR. SHIPLEY: No. Our position is that 
Fiduciary Counsel and similarly situated non- 
custodial investment advisers, registered with 
the SEC should, of course, be exempt. That's 
the question posed, by the hearing notice. We 
believe the Statute does permit the Secretary 
to have flexibility and we believe banks and 
trust companies regulated as they are should 
be exempt as a class, as they are now, under the 
Rule. 


Tr. 122, App. 110. 


It would seem to require little argument to demonstrate that 


- class exemptions, where justified by the nature of the regulation 
of the class, eliminate the duplicative processing of essentially 
identical exemption applications based solely on the character 

of the applicable class regulation. There are, after all, more 
than 13,000 federally-regulated banks (Ex. 6, p- 3, App. 71). 

If, in the Secretary's view, by virtue of the uniform regulation 
imposed on them, all of these meet the standards to qualify for 
exemption, Congress surely cannot be deemed to have intended the 
Secretary to go through the ritual of passing on each application 
separately. By promulgating his new regulation, the Secretary 
has done exactly what Congress contemplated. In the case of 
federally-reguiated banks, he has granted an exemption "by 
regulation .. - ." Conf. Rept. No. 1417, supra, at 1553. In 
the case of all other 4nstitutions, the Secretary has decided 
that eligibility for exemption will be determined "by a case-by- 


case procedure. ..." Id. The only question, therefore, 


SS 


= Appellant is incorrect in stating that "The Secretary has 
aken the position that he should not grant exemptions by acting 
separately on individual petitions." Brief, p. 9. The Secretary 
has in fact taken the very opposite position. He stated that 

the denial of a class exemption to investment advisers "shall not 
prejudice the right of any investment adviser to petition for a 
bonding exemption on an individual basis." See p. 20 , Supra. 
The effect of the Secretary's determination that state-regulated 
banks and registered investment advisers were not entitled to 
class exemptions was to put them on a case-by-case footing. It 
should be emphasized, however, that Fiduciary has only requested 
an exemption from the Secretary on the basis of its regulation 
py the SEC; that is, 4t has only requested an exemption for the 
class of which it is a member. Lt = never requested an iIndi- 
vidual exemption based on a Showing of protection greater than 
that afforded merely by virtue of registration by the SEC. 
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is whether the Secretary's classification of the institutions 
that are entitled to class exemptions is reasonable--a question 
to which we now turn. | 
II 
THE AMENDED REGULATION IS NOT UNREASONABLE 


AND THE DISTRICT COURT'S REFUSAL TO UPSET 
IT SHOULD THEREFORE BE SUSTAINED. 


The sole question here is whether the amended regulation 
promulgated by the Secretary is arbitrary, capricious or unrea- 
sonable. See Nebbia v. New York, 291 U.S. 502 (1934). As the 
Supreme Court has recently reemphasized, the judiciary has only 
the most limited role to play in the regulation of economic 
institutions. Dandridge v. Williams, 397 U.S. 471, 484-85 (1970). 
Where classifications and exemptions are concerned, judicial 
review is available only if they embody an "invidious discrimina- 
tion." Ferguson v. Skrupa, 372 U.S. 726, 732 (1963); Wi224.amson 
v. Lee Optical Co., 348 U.S. 483, 489 (1955). | 

Nothing approaching that is present here. In its earlier 
opinion in this case, the Court stated that the Secretary, of 
Labor's regulations, as then drafted, had placed penis "outside 


the statute without reference to whether the character of the 


regulation applicable to a particular bank comports with either 
| 


of the statutory standards by which Congress has said that the 
exemption of a particular plan is to be measured." 127 U.S. 
App. D.C. at 279, 383 F. 2d at 206, SA 6. That statenent no 
longer reflects the contours of the regulation. The Secretary 
has received impressive evidence that all federally-regulated 
panks, by virtue of the regulatory requirements imposed on them, 
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do meet the statutory standards for exemptions. He has likewise 


received evidence that state-regulated banks do not uniformly 
meet those standards, and has accordingly denied them, as well as 
investment advisers, a class exemption. 

we have recounted the evidence on which the Secretary acted 
in our Counterstatement of the Case, supra pp- 7-20 . The 
pasic differences between federally-regulated banks and registered 
investment advisers are these: 

1. The F.D.I.C. requires all member banks to procure 
fidelity bonding in amounts determined according to asset strength 
and other financial indicia. It oversees fulfillment of this 
requirement and often recommends excess coverage. No_ bonding 
requirement whatever is imposed_on investment advisers by the 
SEC. See supra, pp. 13-14, 16, 20 n. 7. 

2. All federally-regulated banks are required to meet uni- 
form capital and reserve requirements. The appropriate federal 
agencies undertake to oversee the banks they regulate to insure 
that they maintain high standards of financial soundness. No 
such oversight for financial responsibility is undertaken by the 
SEC for investment advisers, and the SEC has explicitly recommended 
to the Secretary of Labor that no bonding exemption be granted 


investment advisers on this ground. See supra, Pp. 14, 17-20. 
3. Federally-regulated banks are examined frequently by a 


corps of trained examiners. Trust departments receive special 


attention. The SEC inspections of investment advisers are less 


comprehensive and much less frequent. See supra, Pp- 14, 18-20. 
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We submit that this formidable evidence was more than ample 


to warrant the Secretary's conclusion that federally-regulated 
banks are sufficiently protected against the risk of loss by 
virtue of bonds, the adequacy of which is closely supervised by 
federal regulatory authorities. These differences in regulation 
give short shrift to appellant's contention that it “is no 
different from federally-regulated banks ... ."” Brief, p. ll. 

Fiduciary makes essentially two arguments against the 
reasonableness of the Secretary's determination. First, Fiduciary 
contends that the exemptions granted to federally-regulated banks 
are not based on bonding arrangements that meet the statutory 
standard of ten per cent of the amount of funds handled. Second, 
Fiduciary suggests that, because investment advisers generally 
do not have custody of the trust assets, the risk of loss from 
dishonesty on their part is so reduced as to warrant 4 bonding 
axemnitone There is no merit in either of these arguments. 

The fallacy in the ten per cent argument is readily exposed. 
Section 13(a) of the WPPDA, 29 U.S.C. § 308d(a), provides that 
when a bond is required under the Act the amount of the bond 
shall be not less than ten per cent of the amount of the funds 
handled. There is, however, no comparable ten per cent require- 


ment for an exemption under section 13(e), 29 U.S.C. § 308d (e). 


The sole criterion under section 13(e) is that there be, “in the 


opinion of the Secretary," adequate evidence either of the finan- 
cial responsibility of the plan or that "other bonding arrange- 
ments would provide adequate protection of the beneficiaries 

and participants ...." 29 U.S.C. § 308d(e). There is nothing 
in subsection (e) that requires a bond to meet the ten per cent 
requirement of subsection (a); if it did, there would be no need 
for an exemption. Although, of course, the amount of the bond 

is a relevant consideration, the Secretary may also take into 
account the nature of the bonding supervision. In the case of 
federally-regulated banks, he has been convinced that the periodic 
review of bank bonding arrangements that is conducted by federal 
officials constitutes an assurance that banks will procure and 
maintain bonding in amounts appropriate to the risk that these 
closely-regulated institutions pose. There is ample evidence to 
support the reasonableness of that judgment. 

At the rule-making hearing, investment advisers, including 
Fiduciary, repeatedly argued that if an investment adviser "has 
no contact with cash, check, or similar things," then "the risk 
of loss from fraud or dishonesty is negligible" (Tr. 37, App. 98). 
That contention is reiterated here. Despite this argument, 
however, it was conceded that a risk of loss did remain "in some 
sort of misdirection of investments” (Tr. 39, App. 99). 

Undoubtedly, the risk of loss is diminished when custody 
is not obtained. But that does not mean that the risk of loss 
is "negligible." on the contrary, the Secretary could reasonably 
have found the risk to be substantial. Even in the absence of 
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custody, there remain multiple opportunities for wrongdoing. “An 


investment adviser may engage in outright self-dealing; he may 
counsel or direct the purchase or sale of a security in which 
he has an interest. He may channel the investments of his 
clients in a particular direction for a consideration. He may 
prefer one client over another by recommending that the non- 
preferred client trade in securities recommended to the preferred 
client, in order to drive the price up. His investment advisory 
functions may conflict with the performance of other functions 
he may assume, and his direction of investments may suffer from 
this conflict of interest. | 
Fiduciary's answer-is to point to the SEC's elaborate 
pattern of protective regulation against self-dealing of all kinds. 
But the SEC, as we have seen, imposes neither bonding nor 
financial responsibility requirements on investment advisers. 
Congress attempted to assure that, by virtue of a bond or the 
sheer weight of an institution's assets, any loss resulting fron 
a breach of fiduciary duty will be repaired. It therefore 
required evidence of adequate bonding or financial responsibility 
to protect the beneficiaries. Fiduciary Counsel argues that 
investment advisers should gain an exemption based on neither. 
That argument was properly rejected by Congress, by the Secretary 


and by the court below. It should also be rejected by this 
| 


10/ In view of this Court's earlier opinion in this case, and 
Im view of the Supreme Court's denial of appellant's petition 
for certiorari (SA 8), appellant's argument that it is not 
covered by the Act is plainly frivolous. In view of the district 
court's consideration of the extensive administrative! record--all 
[Continued] 
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CONCLUSION 
For the foregoing reasons, the judgment of the district 
court should be affirmed. 
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of which went to the reasonableness of the Secretary's determination 
--appeliant'’s argument that the district court did not address 
itself to the question of reasonableness merits no reply. 


